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1 would have to delay maybe more than two hoursJ I
2 i don't know atithis point.
3 Nerre i

— ~tie're still searchi ng for
answers. By the end of the day„ we should have for

5 'll of you. a «hee't of pa'per that has web sites and
6 ~ apps and phone numbers to check. I have found that
7 i the Libraiiy of Congress web site has been reliablJ.,
8 but: there might be something that's more immediate,
9 i and wei'l ibe sure that we include every possible

10 source. The news meclia are usually pretty good as
11 well.
12 ~ ~ ~ ~ The other thing that we need to deal with
13 thiis morning is the motion to exclude conversi.on
14 testimony. Ne know t:hat that's part of Professor&
15 DrJ Katz'5 tehtim'onyl And we have reviewed the
16 papers'n 'that motior'i and have determined that, the
17 testimony can be allowed in.
18 ~ ~ ~ ~ The conversion factor is something that
19 is rel.ied upon by experts in. the field. The fact
20 'hat the dourbes of that — of those factors dre
21 nekiulous would go to the weight, rather then tto the
22 admiss.ibility„ because it is generally relied upon,
23 generally used in the industry and by other experts
24 in the industry. So we will allow it and weigih iit
25 accordingly.
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PROCEEDINGS
(9:05 a.m.J

JUDGE BARNETT: We have some preliminary
matters to deal with this morning. Snowmaggedon for
starters.

I think from Boston as far sout:h as
Philadelphia, the storm is real. As far as D.C. is
concerned, the jury is stil:i out. Ne defi.nitely
will get some snow. Ne don't know how much. And

even the forecasters keep saying things li.ke the
forecast is fluid, which means we might get a lot
and we might get none and we might get some sleet.
Ne don't know.

If we get what New Yorkers would call a

dusting, it is also likely that the government will
shut down. If there is a shutdown, this kiuilding is
closed and we cannot have access to it. I.f there'
a circumstance of employees may take liberal leave
or unscheduled leave, that sort of fudge language,
then the building will be open. And we al.l hope
that we can get in and we w:i.ll be here.

If there's a delay, we don't know yet,
but if there's a two-hour delay, it: might mean just
that, a two-hour delay for all of us, including
those of your staff who come in quite earl.y. They

11

12

schedule for everyone, with the Court's permission.
JUDGE BARNETT: Tuesday the 21st of—

13 MR, MANCIJ'1I: March, a week from—
14 ext.ended by one week.
15

16

17

18

19

20

21

22

JUDGE BARNETT: Oh, okay, fine. I'm
sorry, I was thinkincl ahead to the satellite ciase,
whi.ch comes r:ight on the heels of this one«

14R. J4ANCINI: Right. But he'l — he

goes from March 14th to March 2'1st.
JUDGE BARNETT: Okay. Thank you.
MR. MANCINI: Thank you.
JUDGE STRICKLER: A question. Assuiming

23 we go!for&Jard,, th'en, 'tomorrow despite t:he treather,
24 'octs that 'charhge ~our~lineup for tomorrow as td whb

25 might appear?

Any other preliminary matters?
MR. MANCINI: Yes, Your Honor.

John Mancini, for Spotify USA, Inc. We have a

related issue with respect to tomorrow's pending ~

storm. Mr. McCarthy is scheduled to testify
tomorrow. He's in New York and has a board meeting
the following day, so he needs to arrange his
schedule accordingly. We'e reached an agreement
wit:h Copyright Owners that he could be rescheduled

10 to Tuesday, tlie 21st, which seems to fit with

'the'eritage

Reporting Corporation
(202) 628-4888
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MR. MANCINI: It does. There's one last
witness, which might allow us some accommodation,

depending on the weather.
MR. MARKS: Yeah, what — what I'd like

to do is that since we would have at most one

witness tomorrow, that maybe we could all agree to
start late so that we would have sometime in the
morning to find out whether or not the building is
even open, and that if this turns out to be a

non-event, we would just all come in at whatever it
is, 11:00 or noon, since we won't have a full day
anyway, but that would avoid uncertainty first thing
in the morning.

JUDGE BARNETT: Let us discuss that, and
we'l get back to you right after the break.

JUDGE STRICKLER: And just following up
on my question about scheduling, so we would have
Mr. Joyce tomorrow, not Mr. McCarthy; Mr. Herring,
Mr. Harteau? Is that the schedule? And would we

get to Mr. — Dr. Leonard or — or no, in any event,
tomorrow? I guess that's a question for—

MR. MANCINI: One thing, Your Honor, with
respect to Mr. Harteau, he was part of an agreement
with the Copyright Owners, so he is no longer
presenting live testimony.
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expert testimony more generally. The first is that
the parties have conferred and have agreed that
while there should still be sequestration of fact
witnesses, that the parties think it makes sense to
not have sequestration of expert witnesses so that
expert witnesses can read trial transcripts. And

we'd request the Court's permission to that.
JUDGE BARNETT: There's agreement?
MR. JANOWITK: In that — in that regard,

Your Honor, I would like to present Dr. Jeffrey
Eisenach, who is one of our experts who is sitting
next to me.

JUDGE BARNETT: It has been my experience
that experts can — because they have to rebut the
other expert testimony, can — can hear it. But no

one had asked for sequestration of fact witnesses,
but that's appropriate, I think, in most cases.

MR. MARKS: One other issue we wanted
to — we wanted to request the judges'uidance, the
— obviously, experts haven't had a chance to
respond to criticisms made by the other side's
experts in their rebuttal testimony. Past practice
has always — has been — I won't say always — has
been to allow some amount of issue joinder or allow
for some response.
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JUDGE STRICKLER: Okay. Thank you. So

is there any chance we'e getting to Mr.—
Dr. Leonard tomorrow?

MR. STEINTHAL: Dr. Leonard won't be here
tomorrow. He was scheduled to be on Wednesday.
Mr. Joyce is here. And, frankly, we'e hoping we

get him on today so that he can get out of town
while—

JUDGE BARNETT: While the getting is
good.

MR. STEINTHAL: Exactly. So tomorrow I
think with — because everybody had thought
Mr. McCarthy would be testifying, but we totally
understand all the circumstances. We'e going to
have just — if we don't finish Mr. Joyce today,
which we hope we will, he would follow tomorrow.
And then Mr. Herring. And that's the end of the day
tomorrow. And then Dr. Leonard will be on the stand
first thing on Wednesday.

JUDGE BARNETT: Thank you. I will
consult with my colleagues, but it's beginning to
sound like maybe a late start tomorrow would be good
for everyone. Mr. Marks?

MR. MARKS: I want to just also address
just two other preliminary matters relating to

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

And — and we'e conferred and agreed
that while it's not appropriate to do extra rounds
of expert reports and the like, some — there ought
to be some leeway to respond to a criticism of — or
an expert's direct testimony that's made in the
other side's written rebuttal testimony. I think
there's a difference of view as to when the
appropriate time to do that would be. I think our
view would be that that's properly part of the
rebuttal presentation of our experts, rather than
addressing testimony of experts who haven't yet
appeared. And I think the Copyright Owners, they
have a different view; they think it makes more
sense to do now. And we wanted Your Honors'uidance.

MR. SEMEL: Thank you, Ben. Yes, we have
discussed it. I would say what we wanted to do was

present it to Your Honors for guidance as to what
extent you wanted experts talking about — in a

sense, what would be almost like a surrebuttal,
responding to the rebuttal testimony.

But we do feel strongly that, to the
extent that Your Honors do wish that, that it should
come as part of the direct phase of the case; in
other words, so, for example, Dr. Katz today, if he

Heritage Reporting Corporation
(202) 628-4888
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wants to respond to a rebuttal comment about his
direct testimony, which is happening today, that he
would do that today. Otherwise, if it get.s saved to
his rebuttal testimony, then his rebuttal testimony
becomes not only his rebuttal testimony but a
revisiting of his direct testimony after t.he

rebuttal testimony, which in essence gives their
side the last word after our side, gives t.hem really
a surrebuttal.

This is almost 1:ike a pre-rebut.tal„ but
to allow them to do it during their rebutt.al case
would truly be in our — in the surrebuttal. But we

wanted your guidance just because we don'. really
know what extent you would want that.

JUDGE BARNETT: And you think we do?
Well — do you have a quest:ion for me? I think we

need to talk about it. I have a gut react.ion„ but,
you know, I have these two guys to deal with. I try
not to go on my gut most times. So we will--
that's another thing we'l talk about and let you
know at the break — after the break.

l4R. SEMEL: I'm anticipating Mr. Marks'oncernis that Dr. Katz would be going on right
now, so it might be something he would want to do

right now.
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Owners, the witnesses should address any rebuttal
criticism at the time they give their direct--
directl teStimeny.l And in order for them to do that,
we need the attorney, the examiner, to ask~ wii.h

spLlcificitly which — what statement in the rebuttal
you'e addressing an(1 how the w:itness would respond
to that.

In the unlikely event that during t:he
rebuttal t,est:imony, something new or more detailed
comes out than was anticipated, then the o~riginal'itness

could address that additional material in
hi. or her rebuttal.

It's — it s a fine line. We'l try to
walk it.

JUDGE STRICKLER: Just by way of example
to make it. clear on that — on that last point.,
which is rebuttal and which is surrebuttal, if:, for
example, taking Dr. Katz as the direct witness, if
on the stand Dr. Eisenach perhaps makes a statement
or a comment or a criticism that is not clear)y
already in his rebuttal, then Dr. Katz would have
the opportunity to return. And, of course, this lis

just bly wky ok exlample. Each witness would have the
opportunity. Each expert witness would have the
opportunity to return to respond to something that
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JUDGE BARNETT: Well, Dr. Katz has got
more than an hour of testimony, right?

MR. MARKS: Not much more than an hour of
direct testimony.

JUDGE BARNETT: Okay. Then we'l take a
break and talk. Let me — you mentioned
transcripts, and before it leaves my mind, you have
ordered daily transcripts and our current contract
does not provide for us to have daily transcr:i.pts.
So if you'e going to be referring to transcr:i.pts in
your questioning, it would be very helpful if you
could provide us with a copy of any testimony that
you'e investigating.

Okay? So we'l -- we'l discuss this and
be right back.

(A recess was taken at 9:16 a.m., after
which the hearing resumed ar 9:21 a.m.)

JUDGE BARNETT: Please be seated. Our

discussion began with the odd circumstance of having
written direct testimony followed by direct
examination on that written document, 'but we".il go
there some other day.

The question before us is how t.o address
criticisms in rebuttal test:imony. We have
concluded, to go with Mr. Semel on the Copyright
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was said i.n the rebuttal testimony by way of
criticism that wasn': specifically contained--
perhaps it. went to a more granular level -- in the
oral testimony, and for some reason it was allowed
to proceed — the witness was allowed to proceed in
that regard.

JUDGE BARNETT: Clear as mud, right:?
t4R, SEMEL; Thank you.
MR, MARKS."Thank you.
JUDGE BARNETT: t4r. Marks?
MR. MARKS: I think -- we'e prepared,

and we'e cal:l.ing Dr. Michael Katz.
Whereupon--

MICHAEL L. KATZ,

having been f:irst duly sworn, was examined ancl

testified as follows:
JUDGE BARNETT: Please be seated.
MRl JMOWITZ: Your Honors, Jim Janowirz

for the Copyr:ight Owners. I have one matter that~ I
waIt tb brling up,~ as~Mr. Marks is standing~ at ~the~

lectern, which is the slides that we received last:
night of clemonstratives in support of Dr. ~Katz's ~

testimony.
~ We~obj~ect~to many of these because we

don't think these are demonstratives. What these

Heritage Reporting Corporation
(202) 628-4888
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are, largely, is a syllabus of his testimony drawn

from his direct statement and, in — in fact, really
serves as an indirect way of leading the witness.
So he wouldn't be testifying; he's going to be

giving prompts of his testimony as we'e going
along, which we don't think is appropriate,

Dr. Katz, of course, will have his
written direct statement available to him so he can
refer to it, you know, but I think the idea is that
he's supposed to be a direct witness and not led.
And that is our objection.

JUDGE BARNETT: Thank you. Mr. Marks?

MR. MARKS: The slides that we'e
prepared — and we'e happy to provide copies to you

now -- are absolutely in keeping with the types of
slides that experts have used in past proceedings.
They are just simply to elicit the comments from

Mr. Katz on the points in his report. They'e for
further commentary, and they'e absolutely all
contained in his report as well. I think this is
going to make it a much less efficient examination,
if anything.

JUDGE STRICKLER: You said you would

provide them to us if necessary. Don't we already
have them?
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Q. When did you join the faculty at
Berkeley?

A. In 1987.

Q. Would you please briefly describe your
educational background?

So I have an undergraduate degree in
economics from Harvard, and then I have a doctorate
degree from Oxford University, also in economics.

g. And what areas of economics do you

specialize in?
A. Generally in industrial organization,

antitrust, and regulation. And I'e also done work

specifically on network effects and on intellectual
property.

Q. Have you published dozens of
peer-reviewed articles in your fields of expertise?

A. Yes, I have.
Q. And have you written a microeconomics

textbook'?
A. Yes, with a co-author, I have.
Q. Have you ever worked in the public

sector?
A. Yes. I worked in the Federal

Communications Commission. On the Federal
Communications Commission, I was the chief
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MR. MARKS: They are in the binder, yeah,
JUDGE STRICKLER: Thank you,
JUDGE BARNETT: Overruled. We'e going

to allow this.
MR. JANOWITE: Thank you.
JUDGE BARNETT: All the audiovisual aids

for everyone. Mr. Marks7

JUDGE STRICKLER: But just to be clear,
the slides, you'e not offering them in evidence?

MR. MARKS: No. They'e — they'e just
simply as guideposts for Mr. — for Dr. Katz to
comment on as part of his direct testimony.

DIRECT EXAMINATION

BY MR. MARKS:

Q. Dr. Katz, would you please state your
full name for the record?

A. Michael Louis Katz.
g. Professor Katz, what is your profession'?
A. I'm an economist.
g. What is your relationship with the

University of California at Berkeley?
A. I'm now emeritus. I'm — in the business

school, I'm the Sarin Chair emeritus in strategy and

leadership, and I'm also an emeritus professor of
economics in the economics department.
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economist. And then I also was the equivalent of
the chief economist but called the deputy assistant
attorney general for economic analysis in the
Antitrust Division of the U.S. Department of
Justice.

Q. And have you provided expert testimony
before?

A. Yes, I have.
g. In what kinds of settings?
A. In state court, federal court, state

regulatory proceedings, and also before the U.S.
Congress.

g. Have you ever testified before this
tribunal?

A, Yes, I have, I testified in Web IV.

MR. MARKS: We offer Professor Katz as an

expert in industrial organization economics,
antitrust economics, and the economics of
intellectual property.

MR, JANOWITE: No objection.
JUDGE BARNETT: Dr. Katz is so qualified.

BY MR. MARKS:

Q, Professor Katz, did you prepare written
direct testimony in connection with this proceeding?

A. Yes, I did.

L
Heritage Reporting Corporation
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Q. I have placed before you what has been
marked for identification as Pandora Exhibit 885.
Do you recognize this document?

A. Yes, I do.
Q. What is it?
A. It's the written direct testimony that I

filed in this matter.
g. If I could ask you to please turn to the

last page before the appendices.
A. Yes.
g. Is that your signature?
A. Yes, it is.
Q. And if I could direct your attention back

to paragraph 2 of the document.
A. Yes.
g. Do the first two sentences reflect what

your employment relationship with Berkeley was at
the time of your written direct?

A. At the time of my written direct, I was

still employed and had not yet gone emeritus.
MR. MARKS: We offer Exhibit 885 into

evidence.
MR. JANOWITK: No objection.
JUDGE BARNETT: 885 is admitted.
(Pandora Exhibit Number 885 was marked
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THE WITNESS: Certainly — I mean, I
think there's a broad sense of what reasonable means

but, I mean, it's really focused — focused really
on the four objectives as a key part of it.

I mean, I think in looking at those
objectives, I also tdok a pretty expansive. view, eo
it incorporates a lot of things into reasonabl~eness,
but I didn't -- yeah, I haven't offered a separate
opinion on reasonableness otherwise, although .maybe,

I guess, as an economist, probably always have in'my
mind that efficiency is a good thing, thinI)s llikel
that, but I, as much as I could, tried to tie lit to
the 801(b) objectives.

JUDGE STRICKLER: Thank you.
BY MR. t4ARKS:

Q. And, Dr. Katz, have you preparetl a ~set~ of
slides to assist in going through your testimony
this morning?

A. Yes, as we'e discussed.
g. If we could turn to the second rrlide, ~

please.
Dr. Katz, can you just briefly summarize

for the judges the conclusions that you have reached
as part of your written direct testimony?

A. 'es. And'as it shows here, I meanj the
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and received into evidence.)
BY MR. MARKS:

g. Dr. Katz, what was the nature of the
assignment that you were given?

A. So I was asked to assess from the
perspective of economics or interpret from the
perspective of economics the 801(b)(1) objectives,
and then with those objectives in mind and the
economic interpretation of those objectives,
determine what would constitute reasonable rate
levels and rate structure for the interactive
service royalties that are at issue in this
proceeding.

g. And what do you mean when you use the
word "reasonable" in the context of this rate
proceeding?

A. So the reasonable is then, the way I
interpret it as an economist, what the 801(b)(1)
objectives call for.

g. Have you prepared—
JUDGE STRICKLER: Excuse me, I have a

question. Are you saying that you don't — you
don't think there's any content to the phrase
"reasonable terms and conditions," other than what
we see in subsections A through D?
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essential approach I took was to look at the 2012

settlement involving the same Services, and I I

concluded there's a good benchmark, an excellent ~

benchm'ark,'n'act. And in looking at that, I
drew — I guess, the major conclusions are really
thwart iit's la -l- ydu can uee largely 'as is, With one
modification. So I think that it's reasonable to
maintain, and I'l talk about the details more, to
maintain the fact that they'e product-specific
headline rates, for the different products, arid

those headline rates cover both the mechanl).call

royalties 'and:the performance royalties.
I think it's reasonable to maintain the

product-specific minimums. And, again, those are
minimums that. apply to both the performance arid the
mechanical royalties. And then, as I'l no doubt
explain, I think it's reasonable to remove'he
mechanical-only floor, which applies to Subpart B,

and there aren't any floors in Subpart C. ~

Now, the other thing is — well, that'
my primary benchmark. I also looked at a couple ef
others to see if they corroborated it or if they
contradicted it. And, in particular, I looked at'ixectldells hetweenlpubllisher,'particularly
Pandora — I'm sorry — Services, particularly
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Pandora, and publishers, and I conclude that
supports the findings in terms of structure, and

then I looked at the proposed settlement, having to
do with Subpart A, and concluded that that
reinforces the conclusions regarding rate levels.

g. Professor Katz, before turning to your
analysis of reasonable rate levels and structure,
I'd like to begin with your assessment of the 801(bj
objectives.

Can you walk us through your economic

interpretation of each objective, starting with the
first objective of maximizing availability?

A. Yes. So in terms of maximizing
availability, I guess the central point is just if
you'e going to have musical works available to the
public, you need to make sure that both sides have

the right incentives or have incentives to
participate, and so it means we need to make sure
that the writers and publishers are adequately
compensated and also that the streaming services are
adequately compensated. And a key part of that, I
think, as an economist, though, is it's not to say
that anyone is guaranteed an income; it's that you
have the opportunity to compete and to succeed, if
you'e able to offer — have a better offering than
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JUDGE BARNETT: Excuse me. These slides
are marked restricted. Are we in restricted
territory here?

MR. MARKS: We'e not in restricted
territory. Thank you for calling that to my

attention. There will be some restricted slides at
the back. I think there's just a restrictive footer
on the — on the document itself because, at the
back, there are some restricted slides,

If you like, we can prepare an alternate
set that only marks the — the specific pages that
are restricted as restricted.

JUDGE BARNETT: Always we would like to
have only the pages that are restricted to be marked

restricted, not just in this instance.
MR. MARKS: I apologize. And we'l-

we'l prepare a replacement set.
JUDGE BARNETT: Thank you.

BY MR. MARKS:

Q. So coming back to the — the second
objective, affording a fair return and fair income,
how — how do you as an economist think about that
objective?

A. So, you know, economics generally, I
mean, thinks about fairness a lot of different ways,
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either a rival service, if you'e a service, or than
other songwriters or publishers, if you'e on that
side.

g. Are the prices charged to consumers
relevant as an economic matter to the objective of
maximizing availability?

A. Yes, because, if you think about it, if
you said, for example, say, look, there are millions
of songs available, anyone who wants can listen to a

song, as long as you'e willing to pay a thousand
dollars every time you listen to the song, then
clearly, I think we'd all agree, that's not really
meaningful availability.

What it means to be available is that
consumers can get access at prices that they'e
willing to pay. And so it is an important part of
thinking about this.

And it ties — even though we'e talking
about retail prices, that ties back to the licensing
because the level and structure of royalties can
affect the resulting retail prices.

g. Turning now to the second objective, to
afford a fair return and fair income, how do you as
an economist think about this objective?

A. Well—
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and you can talk about fair outcomes versus fair
process. And what I concluded was the — the most
useful or practical way of thinking about it here
was really to focus on whether the process is fair.
And, in particular, a conception that's often used
in economics is that a process is fair if it's — if
it's competitive or the outcome of a competitive
market. A competitive bargaining process is fair.

And so that's the — the central notion
of fairness that I used here.

g. Can — can you briefly describe what you

mean by a competitive market?
A. Well, in particular, I'm going to start

by saying what I don't mean. I don't mean a

perfectly competitive market. And, again, I know

from my participation in Web IU that this is an

issue that has been before the judges before, but
really think of the notion of effective competition,
that there is multiple independent suppliers and the
consumers have the ability to go back and forth
among the different suppliers in response to
differences in prices or — or product quality.

So, really, an essential element is that
the buyers have choice. But it doesn't have to be

the — the textbook ideal of perfect competition.
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Q. Turning to the thirci ob.jective, can you
briefly explain the economic interpretation of the
relative roles objective?

A. So I will try to be brief and just say
that, particularly some of it's in the slide and in
my testimony, I think there's a lot of overlap with
reflect relative roles in terms of the first two

objectives, which is to say if you'e not reflecting
the — the contributions that each side makes,
you'e unlikely to be maximizing availability.

And also I thinl: argue both — both
intuitively but also in terms of what a competitive
or effectively competitive market would do, that you
would expect the fairness, that you'd — that you.

would compensate or reward both sides for their
contributions.

But I also think on top of it, the
emphasis or the statement i:n the statute z!bout
contributions and investments just highlights the
point that in thinking about both maximizi.ng
availability and reflecting relative role:, we

should take sunk investments into account because
that's a form of contribution.

Q. Could you provide an example of the type
of sunk cost that you would recommend be cons.idered?
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THE WITNESS: Yeah, I do think that-
and that's something that I will talk about, that
opportunity cost is a relevant concept here because
otherwise, I !nean, again, you coulcl — you have this
extremie vi.ew that! just says once the intellectual
property i.s created and it's there, you say the cost
is!zerb. !And! I iihink that's missing important
factors, both the sunk costs and thinking about the
opPortiunitiy cbst.!

JUI3GE STRICKLER: You will be addressing
the opportunity cost later?

THE WITNESS: Yes, I will.
BY MR. MARKS:

Q. Finally, i he objective of minim~izing
disruptive impact, how from an economic perspective
do you interpret thai: objective?

A. So I think about it, I want to be clear,
on a conti.nuum, because I know some people think of
it as more binary, but think of it as a ge!neral
matter that disruption is mi.nimized if you'e
preserving the status quo, but I don't take —. as I
say, both as just a continuum view, but also that
it"s not a!lways the case that you minimize
disruption by preserving the status quo because it
— it could be that the status quo is unsustainable,
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A. So what I mean about that is you think
about it with a songwriter. Once the song is
written, the work is done. You can't get the work
back.

I mean, the cost has been incurred. And

one could take the point of view that say:, well,
now that the song is created, the -- you l:now, the
cost — there's no cost anymore of using i.t,,so why

should you compensate somebody, and you think that'
just wrong. When you take a longer-term view,
you'e got to take into account that the -- I think
the person both for fairness deserves to be
compensated for the — the costs that have already
been incurred but also because of creating!
incentives going forward.

If everybody expects that once they sink
a cost, they'e not going to ever be compensated for
it, they'e not going to be willing to invest in
writing songs or, in the case of a service, invest
in all the expenses that the Services have wh:i.le

they'e trying to create a successful financial
model.

JUDGE STRICKLER: Would you include in
those costs the opportunity cost of — to the — to
the licensor of being able to license?
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so that if: you saw an industry that. was in really
dire economic condit:i.on, I don't think it would b a
reasonable interpretation to say, oh, we'e
minimizing disruption, let ". just keep doing things
as they are, because by hypothesis, things are
unsustainable and. go:i.ng badly.

But as a general matter, if an industr'y
is economi.cally healthy, I think maintaining t:he
status quo is what mi.nimize. disruption.

Q. Have you reached a conclusion a's td
whether maintaining the status quo is unsustai.nable
for the 2018 to 2022 rate period?

A. And you'e saying ma:i.ntaining the status
quo in terms of streaming services and publishers
and writers?

Q. Yes.
A. And, yes, my conclusion is that whi!le the

industry is facing challenges, that, in fact, the
status quo in terms of -- if the status quo would
mean maintain:i.ng rates and structures, that, yes,
that is susta:i.nable.

Q. And what -- what considerations have you
looked at in reaching the conclusion that the stat:us
quo is sustainable?

A. Well, as summarized here, there're data
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that I cite in my report and certainly the judges
are hearing from other witnesses as well, that on

the content side, that the Copyright Owners are
continuing to create music and to publish musical
works, substantial amounts of it. On the
interactive services side, though, I'l be
discussing the fact that the firms, at least a firm
like Spotify, is not profitable. They have been
willing to invest and appear to be continuing to be

willing to invest for the prospect of future
profits, and that they have been a growing and

increasingly important source of music distribution.
So we'e got music being produced or

musical works being produced. We'e got firms
willing to invest in the distribution. And, as I
said, while the industry clearly has challenges, it
also shows that it's moving ahead and it'
generating a lot of consumer benefits.

JUDGE STRICKLER: Just a question for
you, Dr. Katz. You say that the status quo is
sustainable. And I know this may be getting ahead
of ourselves a little bit because you introduced the
mechanical floor issue and you'e going to address
it, I know, again, in your testimony, but you'e
really not advocating for the status quo as it
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and we'e got the same buyers and sellers on the two

sides, I think the economics really says it makes

sense to think about the combined amount that'
being paid for a mechanical and performance license.
And so I don't think it makes a lot of sense from

the perspective of economics, and I understand there
may be separate legal issues and I'm not offering
legal opinions, but I don't think it makes sense to
separate them out.

And so, you know, my understanding from

hearing from a Pandora executive who was involved
and said, look, we agreed to this, the Services
agreed to having the floor, because we thought it
wouldn't be binding. And, clearly, the Copyright
Owners wanted to have a floor.

JUDGE STRICKLER: And when you say it
wouldn't be — they felt it wouldn't be binding, you

understood that it would — it would never be

triggered; by "binding," you mean never triggered?
THE WITNESS: That's right. It's their

interpretation, and what he relayed to me was it
wouldn't be triggered, that's right.

JUDGE STRICKLER: So — so you don't see
any economic justification for the existence of the
mechanical floor in the rates either in the 2012
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relates to the benchmark; you are advocating for a

lot of the status quo but not all of it. Is that a

fair statement?
THE WITNESS: That's correct.
JUDGE STRICKLER: And, again, I apologize

because this may be getting ahead of ourselves a

bit, and I know you'e going to get into it in more

detail, but do you understand that there was ever a

time when the mechanical floor was a reasonable
portion of the — of the royalty structure'?

THE WITNESS: So when you say it's a
reasonable portion, I don't — I'm trying to figure
the right way to say this so it doesn't sound

flippant, but — so let me say I apologize in
advance, if it does come across that way.

I think in some sense what the economics

says is it was reasonable as long as it wasn'

actually binding.
JUDGE STRICKLER: That does sound a

little flippant.
THE WITNESS: Yeah, and that's why I

apologize. In fact, I just can't think of a better
way to say it. But what I mean by that, and this is
jumping ahead a little bit, is that because we'e
talking about rights that are perfect complements
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settlement or if it existed prior or if it were to
exist going forward in the new rate period; you
can't identify any economic benefit to mechanical
floor.

THE WITNESS: I -- I think that'
correct, thinking about it purely from the
perspective of the economics, yes.

JUDGE STRICKLER: Thank you.
BY MR, MARKS:

g, I'd like to turn now to your analysis of
the appropriate rate structure and rate level. Have

you taken a benchmarking approach for assessing
reasonable rates and structure for the statutory
license at issue in this proceeding?

Yes, I have.
Q. And why did you take a benchmark

approach?
A. Well, you know, an alternative would be

to try to build a model of the industry and then use
that model to make predictions about how different
structures and rate levels would affect industry
performance. And it just — well, it's certainly
beyond my abilities. And I think there's probably
an agreement among the economic experts, it's beyond

any of our abilities to construct such a model.
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And so instead take a benchmark approach,
try to rely on the expertise of the industry and
what the industry has figured out works.

Q. And what is the primary benchmark that
you use in your direct testimony?

A. As I said, the primary benchmark is the
2012 settlement as applies to Subparts B and C.

JUDGE STRICKLER: I have a question for
you. It's sort of a high-level type — type of
question, rather than getting into the — into the
details for the moment. Are you saying that the
2012 settlement is a — is an excellent benchmark
because it continues the status quo or because,
independent of whether it ever was the status quo,
these are the right rates and this is the right
structure for this industry?

THE WITNESS: Yeah, it's not because it'
the status quo. So to be clear, because I think
maybe the slides create a little bit of confusion,
the — the previous slide saying — about I thought
the status was sustainable, I was making the point
there in terms of how I would then think about
worrying about disruption and saying that it seems
to me that maintaining the status quo wouldn't be
disruptive.
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1 THE WITNESS: So I would say two parts to
2 that. One, I'd say it's a gocd — on the second
3 . part, it'S a good benchmark, like I say, because .

4 . it'.s the status quo that's working, okay? . If.we .

5 i said, okay, it's the'status quo but we saw the
6 i industky performimg yooriLy, then I wouldn't conclude
7 . that you'd want to ccntihue it.
8 So first off, it's really critical to
9 have the assessment that the industry is performing

10 . well.. And then the Second thing is — is that it
11 didn't just — you know, sort of just emerge; there
12 was a particular process. And I do think Ithe ifact
13 . that it emerged as a settlement and that it — that
14 . happened i,n the shadow of a potential statutory
15 . proceeding, I.think the process by which it arose~ is
16 relevant here.
17

' '

And th'at is s'omething we will talk about,
18 . and I know that'. something that has been criticized
19 . by. experts on. the other side. That's something
20 we'e planning to, address.
21 1 I I I JUDGE ISTRICKLER: 'hank you!
22 'Y'NR.'14ARKS:'3

. . Q. . Okay. Back up just a moment ju~st to make

24 . sure that .we get .a complete record on this. point..
25 What is it, in your view, about the 2012
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Now, ultimately, I conclude, as you
pointed out, that a modified version of the status
quo was the right thing to do going forward, but
that's in some sense a separate conclusion, which

is, as I say, I'e looked at the 2012 settlement,
looked how the industry has performed under it, and
then concluded that, subject to modification, using
the 2012 settlement going forward is an appropriate
thing to do.

JUDGE STRICKLER: Well, here's — here'
my question that follows on that. If the 2012

settlement is not a benchmark because it's the
status quo, that suggests to me you'e saying that
if it hadn't existed, somebody would have to have
invented it because it's a good — it's a good
structure and it's a good level of rates within that
structure.

But is there anything in your testimony
that explains sort of a buildup, how do we build up
to — to that, how do we create that structure and
how do we build up to the rates that are in that
structure, other than simply relying on what already
exists, which really sounds like it's taking us back
to saying it's a good benchmark because it's the
status quo?

1 settlement that commends itself as a benchmark?
2 A. Well, I'm saying there are two parts..
3 . One is. that —

. well,.if you say purely as a
4: benchmark:before deciding what do we learn from the
5 benchmark, it is the fact that it was created under

this bargaining situation where I think there
7 largely was a balance of power; there weren'
8 I apparent asymmetsiesl in market power, bargaining

power, that would have distorted the settlement.
10 And as I say, I think, you know, a bunch of the
11 . credit for that goes.to the .

— the .statutory shadow,
12 but it's — but that it emerged through a particular
13 process I think is important.
14 . . Q. . And does the 2012 settlement involve
15: similar parties?
16

'

A. 'eah, 'no,'it 'does. In terms of. what
17 makes it — actually, I'm jumping ahead, I
18 apologize, because of Judge Strickler's question.
19 . But, yeah, I mean, the other things it.has, it has
20 similar parties and also the fact that it covers an

21 identical set of 'rights, which is an advantage in
22 looking at a benchmark because it means there's less
23 . need to make any .sort of adjustments or, as we

24: talked about this morning before I was in the room,

25 need to make conversions.
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JUDGE STRICKLER: A question. I just
want to make sure, first of all — well, maybe you

have it right here. You said — yeah, it's on-
it's on the screen. You said there were no apparent
asymmetries in market or bargaining power.

Now, I know in your testimony — and

correct me if I'm wrong, because there is a lot of
different testimony here, and I could forget and
confuse it — but you talk about the need for
effective competition and the fact that the
recording or the rights that are at issue,
mechanical rights, are must-haves for the streaming
services. Correct?

THE WITNESS: Yes.
JUDGE STRICKLER: Well, if they'e

must-haves, wouldn't that be consistent with an
argument from you that there are asymmetries in the
bargaining power; that is, that the licensors have

greater bargaining power because of the — of the
must-have requirement of having these?

THE WITNESS: So -- so, absent the
statutory shadow and particularly if you were

talking about negotiations between individual
services and publishers, I'd be very concerned about
that.
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801(b) objectives.
Now, let me — I'l point out the word

"reflect" chosen carefully because I'm not saying
that the parties will say to themselves: Okay,
let's go out and — and try to achieve the 801(b)
objectives. What I'm saying is that the parties'rivate

interest in the shadow of the statutory
proceeding will tend to coincide with the statutory
objectives.

And I also want to be clear I'm not
saying that's true regardless of whatever the
statutory objectives happen to be. I'm saying it'
true of the particular 801(b)(1) objectives.

JUDGE STRICKLER: Is it really the case,
though, that in voluntary settlements, the parties
would try to — would tend to reflect the 801(b)(1)
objectives or would they rather reflect what they
think the judges would think are the 801(b)(1)
objectives, you know, the average — what does the
average opinion think average opinion is?

THE WITNESS: So I think where they have
to do the predictions as to what do they think that
you were going to think has to do with how people
think — what the parties think — how they'l come

out overall, if they'e to go through the statutory

571

1

2

3

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

And that's actually one of the reasons
that the third bullet is so wordy, is I think it
matters that we'e talking about industry-wide
settlement negotiations, and we'e talking about
negotiations that are taking place in the shadow of
the statutory proceeding.

So that those factors help offset the
possible asymmetries.

JUDGE STRICKLER: Thank you,
BY MR. MARKS:

(). And can you please explain why the fact
that there were no apparent asymmetries makes the
2012 settlement an excellent benchmark?

A. So I think the thing to do is actually
turn, if we could, to the next slide with—
summarize that. And as you can see from the title
of the slide, it's saying that when we'e looking at
voluntary settlement, which is what we'e talking
about with the 2012 settlement, that are evenly
matched, and as we'e just talked, the evenly
matched here comes both because we'e talking about
industry-wide negotiations and because we'e talking
about something taking place in the — the shadow of
a potential statutory proceeding, okay, that in that
case, that the outcome will tend to reflect the
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proceeding.
But it's not a matter of guessing what

the judges will say — I'm sorry, I'm talking in the
third person here.

JUDGE STRICKLER: That's okay.
THE WITNESS: But what you'l say on each

individual — you know, what you'l say about the
particular rate structure or something like that.
Really what's — it's affecting their disagreement
points and saying here's what happens.

So they do need to form a prediction of
how well they'l fare overall, because a rational
party is not going to agree to a settlement if that
party thinks it could do better by going to the
proceeding.

But after they — but once they get that
and they say, okay, we'e got to make sure we'e
each doing at least as well as we could through the
proceeding, they then will set about and say what do

we do that's the best for both of us and we'l try
to jointly maximize.

And what I'm saying is when they think
that through, it turns out that those private
interests will — they'l — well, let me just give
you an example. They'l tend to want to maximize
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availability, all else equal, because if they'e
more or less evenly matched, they know that neither
one can succeed without the other, right?

Streaming is important to music
distribution now, so if the Copyright Owners got a

deal that was so good that:Lt -- you know, good here
means the price was so high, the royalty rate so
high that it killed off streaming, that would be bad
for them.

And, similarly, :i.f the streaming services
said, oh, we can get this stuff for free a.nd that
turned out to destroy songwriting, that would be bad
are for them. So what I'm saying here is the
parties naturally have incentives to try t.o promote
availability.

Now, it's not unlimited, right! Ne know

monopolists can restrict output, and I might say,
well, it's true that I'm ma)ring the total pie
smaller by having a really one-sided agreement but
that helps me and so I'm wi:Lling to do it to get a

higher share. But if we'e relatively balanced in
terms of our bargaining power, then that's go:Lng to
push us towards maximizing availability.

And that's going to be true regard:Less of
what our particular predict:Lons are about what
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A. I'in open to page — the paragraph 28 on

page 15.

Q. Yes. And turning to the point ithat
Dr. Eisenach raises in the first three sentenc:es of
paragraph 28, how do you respond to — to
Dr. Eisenach's criticism on this point?.

A. Okay. So, first, let me give my

interpretation of what Dr. Eisenach is saying. So
— well, he's asserting that bargaining theory—
well, as it says, that you'e not going to have a

bargain that satisfies the objectives of ai

third-t»ari)y arbitrater. And he says, instead) he

says what's going to happen, along the lines df what
I was just. discussing, is that you'l have to ask
yourself a.s one of the bargaining parties: Nell, if
we~can~'t agree and we go in front of this
arbitrator, what's going to happen?

i And so thc.n, as he's saying, you have to
figure out. how well you'l fare overall. And then
that w!Lll influen'ce c'»ur private bargaining because
each of us will say, well, I have to get at least as
good a deal as if I went to arb:i.tration. Okay?

Bui then what he's saying is, on top--
he goes, well„ that may 'be true but what does that
have to do with the specifics of what peop~le end up
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you'e going to do if — what you would do if there
were to be a proceeding.
BY MR. MARKS:

Q. Are you aware that Dr. Eisenach disputes
your conclusion that the 2012 settlement is a
desirable benchmark in part because it reflects the
801(b) objectives?

A. Yeah, to be clear about your question, I
don't think he's saying -- he's disputing my claim
that it will reflect the 801(b) ob!ectives as
opposed to he's not objecting because it cloes. But,
yeah, I know he has raised concerns and objects in
saying — I guess, disagree:Lng with the st.atement
that it will tend to reflect the 801(b)(1)
objectives.

Q. Nell, let -- let me put the act.ual
language in front of you so we don"t suffer from my

characterization or mischaracterization of what
Dr. Eisenach has actually said.

In your binder, you should have a copy of
the written rebuttal testimony of Jeffrey
A. Eisenach.

A. Yes.
Q. Could you turn to paragraphs 28 to 30 of

Dr. Eisenach's written rebuttal te. timony.
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agreeing to? Okay? It just. says we have to at
least do at least as well, but why does that tell us
anything about the details of our agreement? Our

agreement is going to tend t.o be what we think is
ever best for us.

And I agree with that statement, and if
— if his proposition is, as a general matter, the
fact that something may go t,o an arbitrator does not
imply that we will necessari.ly do i»hat the
arL»itratoi» wants ~or the objectives — I agree with
that as a general statement, but that's not what:1'm
saying.

What I'm saying i.s that, given the — the
arbitrator here being the CRB, and given the
specific 801(b) objectives, thac then the shac(ow of
the proceeding wi~ll lead the parties to meet those
objective:, but it's not that they would meet any
objectives. Just to make up a silly example to
illustrate th» logic, you know, if for some reason a
statutory objective was that, al:L — you know, ~all~

licens contracts have to be — have to be~ on~purple ~

paper, right, there ". no rea.son to think that a

privat agreement, anyone would come up with that~
ancl say, okay,, let's do that.. (Jkay? But that s not
what the 801(b) objectives a.re.
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They'e things like maximizability, which

I said there's private incentives to do, and I won'

go through the rest of the slides — the slide
there, but it's about specific objectives, and those
specific objectives, the parties do have incentives
to roll into their private agreement.

So it's making a general statement that I
think just doesn't apply to the specifics that
matter here.

JUDGE STRICKLER: Well, the second
objective, though, is afford a fair return, fair
income, as you correctly describe it in shorthand,
but you describe fair in economic terms as
effectively competitive. But when parties are
bargaining, they don't necessarily want an

effectively competitive market; they want to
maximize their profits over whatever particular
period of time makes sense for them in their time
horizon. So they don't really care under economic

theory whether the other side gets an effectively
competitive rate. If I understood your testimony
correctly, what they care about is that the other
side survives so that there can be either licensed
product to distribute or a licensee to distribute
the product. Survival of your bargaining — your
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the shadow gets filtered through whoever the judges
are. If you were one of the judges, effective
competition might well be the standard. If another
economist was one of the judges, effective
competition might not be the standard. They'd have

a different way of describing fair return or fair
income, and you'd get a different result.

So, again, it sort of goes back to my

other question, which is the settlement is
reflecting not just what the 801(b)(1) objectives
are, right, but it's reflecting what you — what the
bargaining parties think these particular or those
particular judges on the CRB thought of these
objectives and how to apply them?

THE WITNESS: And so I agree with that in
terms of the parties'ssessments of how they would

fare if they went to — if they had to go to the
proceeding, and I would expect that to affect rate
levels, as I suspect I'm going to be asked about, in
a minute or two.

I think, though, those expectations or
the predictions about the then sitting judges would
not affect — not necessarily affect things like the
rate structure.

JUDGE STRICKLER; But it would affect--

579

1

2

3

4

5

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

counterparty is important, not thriving of your
counterparty.

THE WITNESS: I completely agree with
that. That's why it is important that this is
taking place in the shadow, again, of a particular
statutory regime, where — it's my interpretation of
it and my expectation and my belief about what the
parties thought is that it's balancing the
bargaining power so that, in fact, each party knows

that if — if it sees itself as getting a really bad
deal in the private negotiations, it has the
alternative to go to a statutory proceeding where it
will not get such a bad deal.

So in that way, it's — that's this point
about it's important that it's evening out the
bargaining power, because I agree if you had one

side in a private negotiation that had way more

bargaining power than the other and a much better
position, say a monopolist, we know a monopolist
will sacrifice some availability in order to get a

bigger share of the gains. That's why I think it'
important that we have this — the shadow to try to
balance those things out because that's what's then
getting us to fairness, helping get to fairness.

JUDGE STRICKLER: But, again, of course,
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well, it would affect disagreement points, threat
point in the bargaining, right?

THE WITNESS: That's right. That's what
I'm saying, that will tend more — I'm going to just
jump ahead — yeah, just jump ahead because — well,
one of the other point:s — well, let me say this.

Part of what Dr. Eisenach is saying which

I agree with in this is where he says, well, look,
with these multiple dimensions, that they'e going
to have incentives to try to optimize what's best
for the parties collectively going through the
bargaining, okay? And that can be things like the
rate structure. And what they do on that can be

largely independent of what they expect to happen,
if they were to go to what he's calling arbitration,
because all arbitration is doing, as he has modeled

it, is saying, okay — as he has modeled it, it'
saying here's the — here are the surplus levels you
each get. Right? He's not saying anything about
the details of how things have to be done.

So the parties still see themselves, the
way he has modeled it, as having the flexibility to
set all these other dimensions, and then that won'

affect what ultimately would be done by the judges.
The only role the judges have is in setting the
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reservation surplus levels.
BY MR. MARKS:

Q. If I could direct your attention to
paragraph 29 of Dr. Eisenach's written rebuttal
testimony and ask you to read the first sentence of
that paragraph and let me know how you respond.

A. Okay. So what — well, what he's saying
here, I guess, pretty much speaks for itself, that
he's saying that — it is, typically, the judges
consider market-based benchmarks. And what I was

trying to say, I think, and not particularly well,
is that you actually think about his first point,
he's saying that, in fact, much of the — or as
logic implies, that much of the 2012 settlement is,
in fact, market-based, because when it comes to
things like the rate structure, the parties are
determining what it is that's in their best
interest, given that each has the threat to go to a
proceeding, but that proceeding is not — right,
it's just — again, it's playing the backstop role
of setting a surplus level or a reservation level,
but it's not telling the parties here's specifically
what you have to do in terms of how you structure
your agreement.

So his first point actually is — his
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affects what the private parties will do in their
negotiation in terms of coming up with a structure,
is they say all right, if we don't reach an
agreement, we'e going to go to the CRB and we's
going to get some — there's going to be some rate
structure, there are going to be rate levels.
That's going to give rise to certain levels of
surplus for each of us.

But they then work back and say, okay, so
that tells us, each of us, you know, how far am I
willing tO go before I say no, I'd rather shave the
proceeding. 'Given that,'ow we come to -- it's our
turn i:n our p'rivlte agreement to say what .rate
structure we want to have. That rate structure,
right, we should come up with the one that we think
works best for um collectively, and then figure out
how to divide the surplus.

And in a sense, it doesn't matter what
the judges would say is the right rate structure.I
The only thing that matters, if you think mahout lit
through economics, it's almost like it's a
sufficient statistic, all we need to know 'is what'he

surplus levels would be. Okay? So we say,
look, those are the surplus levels, so we know

neither one of us is goi.ng to accept a worse deal
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first paragraph, paragraph 28, is saying when it
comes to things like the structure of the royalties
that we see in one of these settlements, that'
actually market-determined because that's not based
on guessing precisely how if the judges were to
impose a structure, what structure they would
impose; it's saying given that we'e avoiding going
to a proceeding, what structure do we think works
best for us?

JUDGE STRICKLER: But don't the judges
have to set a structure? Isn't that in part what
this proceeding is all about? We have a fight over
what the structure of the rate will be, whether it
will be a per-play rate or whether it will be a

percentage with various minima or a floor, perhaps?
So when you'e figuring out disagreement

and threat points, it's not — you have to figure
out whether or not the judges are going to accept
structure A or structure B, which is clearly not
theoretical but highly contentious. That's why
we'e sitting — one of the reasons why we'e
sitting here right now.

THE WITNESS: No, that's right. But,
again, the way — and this is the point Dr. Eisenach
is making, which I agree with. It's the way it
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than that, but now in our private negotiation, let'
figure out what rate structure works for us. 'ndthat actually — once you know what
the surplus levels are, that's actually independent i

of what you believe the CRB might do in termsi of ithei
rate structure it would put in place. And as' Say, '

take it that that is Dr. Eisenach's first point,
and I think that that point is well taken.

JUDGE STRICKLER: Thank you.
BY MR. MARKS:

Q. If I could turn your attention to the
first — well, it's actually the entire paragraph
30, which is one sentence. If I could ask yon ta
read that paragraph and let me know how you respond..

IA. I Alii right. Well, again, this is — you
know, he's saying — it"s making the point that we

wouldn't expect the parties to have a perfect'rediction.

I certainly agree with that. 'he
partiss have to form'heir best beliefs.

: But I.don't think there's any requirement
that they have — for this approach to be valid,
there's any requirement for them to have a perfect
prediction, but, in fact, it's one of the 'reasons
why I need to check and why I did spend time
checking i~hether the actual settlement seems to be
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working.
I mean, first off, it could be that — I

mean, whether or not the prediction was accurate, it
could be that based on their predictions, the
parties agreed to something that turned out really
didn't perform well and that the industry was

starting to fail and that consumers'nterests
weren't being met.

And if we saw that, I would say then it'
not a good benchmark; it's something that was-
going to have to be changed. And so I agree that
predictions can be wrong, but that's one of the
reasons we'e got to then look and see how did it
actually perform.

9. And did you do such an analysis?
A. Yes, I have.
9. If we could go to the next slide, please.

Perhaps with reference to the next two

slides, can you just briefly summarize for context
of our discussion today the structure and rates
called for in the 2012 settlement that you use as a

benchmark?
A. Okay. And I alluded to some of this in,

I guess, what, was my second slide. So what I would

point to here is that — a few sort of key elements
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And also within the minimums, it's a multipart
formula, at least in three of the five cases.

And then lastly, what's shown there is
there's a floor, which, again, varies by the product
type, and that floor is the one that applies just to
mechanicals.

Now, if you look at, if we could, the
next slide, the Subpart C, you'l see there', you

know, largely a similar structure. The things I
would point out here are that the headline rates
vary across products. And you see several of them.

They have different headline rates than the Subpart
C rates were.

But, again, we have the structure of
product-specific minimums. And notice here that one

difference is for Subpart C, you don't have the
floor that applies purely to mechanical royalties.

So that's in a nutshell the overall
structure of the licensing under Subparts B and C in
the 2012 settlement.

g. In your view as an economist, is having
different rates for different product categories
within Subparts B and C reasonable?

A. Yes, I think it — I mean, it does make

sense because there can be differences both in
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of the — of the structure of the 2012 settlement..
So one is that, starting with just Subpart B, that
there's a headline rate, which you can see reading
across the, I guess, the third row is the same, the
10 and a half percent, and that's the same for
several different products.

And I will try to be clear( when I say
products, when I mean things like the difference
between a stand-alone non-portable subscription or
something that is portable. And I'l try to use
"services" to mean different companies. I just
apologize that in my written testimony, I used
"services" both ways. I used "services" sometimes
to distinguish between, say, Spotify and Pandora,
and sometimes used the term "services" to mean whatI'l try today to call different products.

So here we see they all have the same

headline rate within Subpart B, and that that rate,
the headline rate, applies to both the performance
and mechanical royalties. Then we see there's a

second component, which is the minimums, which,
again, apply to the sum of the mechanicals and
performance royalties.

And there we see, if you go across, that
the minimums can vary by the particular product.
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consumer demand or willingness to pay for different
products, and also there can be different costs,
including opportunity cost, for the different
products. So it can be sensible then to have — in
the interest of both the Copyright Owners and the
Services and consumers to have rates that reflect
those differences and vary across products.

g. Let me ask you about some of the rate
structure components that you'e just identified.
From an economic perspective, is it appropriate to
have a single all-in rate that covers mechanical and
performance rights?

A. So I'e concluded that it is because I
think I mentioned already today, the mechanical
rights and the performance rights of musical work

are perfect complements from the perspective of an

interactive service, which is to say you need to
have both rights, sets of rights. Either one alone
is going to be worthless. You'e buying them from

the same party. You know, the buyer is the same.
And so really, in thinking about the

values of these things and willingness to pay, I
think economics really says you have to think about
them together. And, again, I make up unrealistic
numbers, but if you think of the package as worth 15

L
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dollars to you, if you have to pay 10 dol:l.ars for
one set of the rights, then the other rights are
only going to be worth 5 dollars to you. If you
have to pay 7 dollars for one :et of rights, the
other rates are only going to be 8. So they'e
pretty much inextricably linkecl.

And so I think it does make sense to talk
in terms of the headline rate because it's the
overall value that's going to matter to you.

Q. Is it economically reasonable to have the
headline rate be expressed as a percentage of the
revenue of the interactive service'?

A. In this case, I think it is, yes.
Q. And why is that?
A. Well, I mean, the — the biggest thing, I

guess, would be — I would say, that the parties
have seemed to determine that, in fact, that it
works for them and that it's something they'e come

to in their agreement. And that we also see that in
other agreements, for example, between the Services
and record companies.

And so it's a structure that people in
the industry have decided work.'. I would say that'
the Number 1 reason.

Q. On whose behalf did you testify in the
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disruption, because, again, we were adding a

percentage of revenue there where it's something
that at the time did not exist, ancl I also expressed
concern that there would be measurement issues.

Q. Would continuing the use of a percentage
of revenue structure create disruption in this
proceeding?

A. So, I — I mean, what you'e point:i.ng out
is a big difference here, as there the ind'ustry was

using per-play, and the question was did it make

sense 'to add h percentage of revenue prong to it?
And here we'e talking about an industry

where they'e already using percentage of revenue,
so it's not disruptive in that way in the sense that
it's not changing the status quo.

Q. Have i.nteractive services continued to
ini'est ancik inhovkte i»nder the current percentage of
zevenue royalty structure?

A. Ye(. What I'e seen indicates that they
have been innovat.ing and that they are continuing to
invest.

Q, 1»o you have any reason to believe that
there would be more:i.nvestment and more innovation
under a per-play rate structure?

A, And you'e talking about. a per-play rate

591

1

2

3

5

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Web IV proceeding?
A. The National Association of Broadcasters.
Q. In your Web IV testimony, what rate

structure did you conclude was reasonable for
calculating the royalties payable by non-:i.nteractive
services to record labels?

A. A per-play rate.
Q. Why did you conclude that a per-play

structure in that setting was more reasonable than a

greater of formula with both a per play and a
percentage of revenue prong?

A. Okay. So what was -- what was happening,
I remember this, in Web IV is i.he existing structure
was a per-play rate. And then the record companies
were proposing to add on top of that a percentage of
revenue prong.

And I raised several economic objections
to that. As you all know, ultimately, you didn':—
CRB did not put in the — did not add the revenue
prong.

I was concerned with effects it would
have on risk sharing by adding that, the revenue
prong. I was concerned with effects that it would
have on innovation. I know -- I guess those are the
biggest. And then just general.ly creating
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structure particularly for interactive services?
Q. Yes, exactly.
A. 's'hat correct?
Q. Yes.

A. Ye'ah, 'so — yeah, for interactive
se:cvices, and thi.s is something that I think is
really different between interactive and
non-in~teractive services, so what it really comes to
is' difference between subscription services and
ad-supported.

And in the case of interact:i.ve services,
we'e talking about primarily having subscription
services. And with subscription services, I mean, I
do have a concern, as an economist, or economics
identifies the concern that a percentage of revenue
royalty can have effects — can have adverse effects
on the incentives to innovate because:i.f a service
figures out a way to get more value out of — by
investing, more value out of existi.ng music, it'
go:i.ng to have to share some of those gains. And

that's going to attenuate its incentives.
~ But tiie thing is with subscciption

services, that's also going to be t,rue if you do it
on a, say, per-subscriber basis or per-play basis
because the way — my understanding of the way the
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industry works is what firms do to innovate and

compete is they try to figure out how to make their
services more attractive to consumers, to get more

customers, get more engagement. And so whether you

look at things, look at royalties based on plays or
subscribers or revenues, all of those things, if you
innovate, you'e going to have to share some of
those gains, and that's going to attenuate your
innovation incentives. So there's really — there'
no — there's no silver bullet here.

Now, in contrast, if you go back to Web

IV, the main — the main revenue model is an

advertising-based one. And there, if you have a-
the thing about with a per-play rate, if the way-
the way you innovated to get more revenue there was

to figure out how to make your product more

attractive to advertisers.
And if you did that and then you could

get more advertising revenue, you would keep all of
that at the margin because it wouldn't be — it
wouldn't affect the number of plays. It's all
happening in your relationship with advertisers.
And so there you actually have a solution that gets
rid of the problem of attenuating the investment
incentives.
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clear, you'e talking about, I guess, in the long
quotation of me, what he's saying in the third
paragraph that rolls across from page — from 29 to
30?

g. Yes, exactly right.
A. Yeah, and I do stand by that. I mean,

again, think about this in the context of — and,

you know, this comes back to Judge Strickler's
question about opportunity cost. Okay?

So opportunity cost here from the point
of view of a licensor is asking, well, if a consumer

is using these particular services, does that mean

they'e not buying music in some other form? That'
a consumer-side phenomenon.

Now, think about what's happening,
though, with an ad-supported service. Okay? What'

affecting your revenues per play is how well you'e
appealing to advertisers, Okay?

And as far as I'e been able to discern,
how well you appeal to advertisers and how much

money you can get from advertisers, I just don't see
a link between that and the record company's costs,
who are generally to a copyright owner costs,
because it's really about the advertising side of
things, not about the music consumption side.
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So this distinction between whether we'e
t.alking about an ad-supported service or a

subscription service is important in thinking about
these issues.

g. Are you aware that Dr. Rysman — is it
Rysman or Rysman?

MR, JANOWITE: It's Rysman.

THE WITNESS: Rysman.

BY MR. MARKS:

g. Rysman, I apologize. Are you aware that
Dr. Rysman has criticized your written direct
testimony in his rebuttal report in this proceeding?

A. Yeah, I have noticed that.
g. You should have a copy of Dr. Rysman's

written rebuttal report in your binder. And when

you get there, if I could direct your attention to
paragraph 49 on page 29.

A. Okay, I'm there.
g. Paragraph 49 of his written rebuttal

testimony, Dr. Rysman quotes you as stating in Web

IV that there is no direct link between a

webcaster's revenue per play and the record
company's cost of licensing to that webcaster.

Do you stand by that statement?
A. Yes. And I mean just to make sure we'e
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So I think when you'e talking about an
advertising-supported service, you know, I really—
I just don't see a link there. Now, I notice that'
somewhat different when you'e talking about a

subscription service because with a subscription
service in part the subscription rate is going to
have to reflect consumers'illingness to pay.

And so when you see some where consumers
have very low willingness to pay, that may also
suggest to you that the — the opportunity cost is
low because those consumers were likely not to have
been buying music anyway, and so there, there may be

some linkage.
But what I was really addressing here is

the lack of a linkage for advertising-supported
services because that's what really matters for
non-interactive services.

g. In the next quoted paragraph at the top
of page 30, Dr. Rysman quotes your comments about
the differences in sellers'osts and the — the
relevance of that or the potential relevance of that
to pricing in an effectively competitive market.

Do you see that?
JUDGE STRICKLER: Which paragraph are you

on?
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MR. MARKS: It's the first full paragraph
on the top of page 30.

JUDGE STRICKLER: Within the quote?
MR. MARKS: Within the quotes, yes.
JUDGE STRICKLER: Thank you.
THE WITNESS: So, ycs, I do see that. If

you could just repeat the question.
BY MR. MARKS:

Q. Yeah. The -- he is quoting your written
rebuttal testimony, the paragraph beginning
"Dr. Rubinfeld's proposed revenue prong."

A. Yes.

Q. Do you see that—
A. Yes.

Q. — that paragraph? Do vou stand by the
statements in that paragraph?

A. Yes, I do.
Q. Has Dr. Rysman, .in his written rebuttal

discussion of your Web IV testimony, captured in
your view all of the necessary context to und rstand
the point you were making in your rebuttal testimony
in Web IV?

A. I don't think he has because what I was

doing was responding to some particular claims
Dr. Rubinfeld was making that he was asserting were
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services and products.
Q. Let's turn now to th second component of

the 2012 settlement structure t:hat you mentioned,
the minimums.

Did you reach an opi:nion as to whet:her it
is economf.cally reasonable t.o have min:i.mums as an
alt:ernative to the headline rate that covered both
mechanical and performance rights?

Yes, I di&f.

Q. What dj.d you conclude?
A. I concluded it is reasonable to have the

minimums e&nd to keep them. And the primarily reason
for. that f.s because of the measurement issues that
can come up when having royalties based one a a-
based on a percentage of revenues because there can
be issues about how to appropriately assign revenues
to a servi.ce.

And so I think the minir&ums can play an
important role when those — you know, when those
measurement problems are severe, you can turn to the
minimum instead.

Q. And do the minimums also pretec't
Copyright Owners frorr services with low rates of
monetizatf.on?

A. Yes. And think about protecting
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benefits of adding the proposed. revenue prong. And

I was saying I didn't believe -- ai least as I could
understand what he was saying, that I didn't believe
that he was making an economically correct: argument.

And as I said, I stand by that and it
relates back to some of what we were just talking
about.

Q. Is there a mechanism, for reflecting
differences in the rightsholders'ost in the 2012

settlement?
A. So there are two. As I said, t:here may

be this indirect one, because we'e talking aloout

subscription services, that when you have a

percentage of revenue basis, that that's cloing to
tend to reflect consumer willingness to pe&y, which
could then be linked to opportunity cost.

But the other one is more explf.cit and

direct, which is as we saw when we — well, i:n fact,
the slide is still up there, that you'e clot the
product-specific terms so those can potent:ially--
if the private parties want to, those can reflect
differences in costs or other factors that: they
think matter across. And that cont:rasts with what
Dr. Rubinfeld was proposing, which was a .,ingle
percentage of revenue that would apply to all
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services, what I have in mind, right,:i.s that what
would happen:i.f you could imagine an entrepreneur
coming along and saying we want to have a service
and have some incredibly low price and not a very
good monetization model, where a copyr:i.ght owner
would say --:i.n an effectively competii ive market,
would say, wa:it a minute, I don't »ant to license to
you on those terms. It's — I just th:i.nk the
possibilit:y of getting a ret:urn is so .I.ow, I'm not
going to clo ir, even though you, as an entrepreneur,
are willing to try this. I as the copyright owner
want some sort of, you know, return on it. And

that's what the minimum also helps to do.
JUDGE STR'rCKLER: With regard to your

pr4.vioirs )oint, Ijr. itatz, about the benefit of the
minimum, that there ran be confusion or di~sagrceement ~

as to what: is — what: it is or:i.s not in the revenue'ase,so the minimum constit.utes protection, i.f the
revenue f.s too low, but it -- but it doesnut solve
that problem, it just: sort of puts a f:l.oor on that
problem?

In other words, until you hit the floor,
you could have all sorts of gami.ng of the ~revenue}

but: as long as the revenue, percentage of revenue
rat:e that's paid is higher than what tII&e flook woirld
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be, you still have the gaming problem. It's just at
some point, we say that's all we can stand or we

can't stand no more. There's — there's no more

fooling around with the rate; we'e going to have-
you'e hit the floor and all the gamesmanship is
over at that point.

So the problem persists, in other words,
above the floor?

THE WITNESS: That is — well, I think
another way of saying what you'e saying is it'
important to get the level of the floor correct.
And you can think of — think of the floor as an

alternative way of — of collecting the revenues.
And so I think you would want to take

that into account. I mean, you could even — look,
you could imagine a system that all you had was,

say, a per-subscriber amount and you had nothing
else. And then I think we wouldn'0 — wouldn'
think of it as people are gaming the system. We

would just say that.'s the way we'e collecting the
royalties.

But, 1 agree with you that if you have-
you have the combination of the minimums and the
percentage of revenues, there could — certainly
could be cases where somebody -- if you — if you
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Q. And can you explain why you have

concluded that the mechanical-only floor should be

eliminated?
A. The slide will summarize it, but in

particular, it's the concern that the fragmentation
of performance rights licensing can threaten to
raise royalty rates and it would do so — and the
reason it matters that it's through the
fragmentation is it's saying it would raise
performance royalty rights — rates because of the
exercise of market power and the Cournot complements

problem.
So to step back or to talk about what are

some of the relevant developments since 2012, we'e
got — we have — at the time, we had the three
performance rights organizations, right, the two big
ones, ASCAP and BMI, and they'e subject to a

consent decree. And then since then, we'e a fourth
one come in, so that has been a form of
fragmentation and — and GMR. And while they'e
small, you know, in terms of the number of writers
who are members, they have some very important
writers such as the estate of John Lennon, and I
believe also Bruce Springsteen is with them. So

they have emerged, so there's another PRO you have
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did it based on revenues, they might pay more than
they will under the minimum, and that may be too
hard to measure, so they pay less. That certainly
could happen.

JUDGE STRICKLER: Thank you.
BY MR. MARKS:

g. And, Dr. Katz, just so that we have a

clear record, in your last answer you used the--
you referred to both floors and minimums.

A. Oh.

g. If I could just ask you to clarify
whether you were talking about the same thing or
different things?

A. No, I apologize, as I — as I said that.
I meant to say minimums, because I'l try to use the
term "floor" to mean a minimum that applies just to
mechanical. So I meant there to be talking about
minimums that applied to the sum of mechanicals and
performance.

9. And have you reached an opinion as to
whether or not it is economically reasonable to
continue to have the mechanical-only floor in
Subpart B?

A. So as mentioned in the introduction, I
think it's reasonable to no longer have the floor.
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to deal with. Music publishers have threatened and
continue to threaten to withdraw from the PROs, and
there have been issues about transparency and the
possibility of fractional licenses.

Now, if you put all of that together,
what it's saying is there's a threat that what'

going to happen is you'e going to have to go to
more and more entities, so some combination of the
four PROs and plus publishers as they pull out, and

that all of those entities are going to end up being
must-have. Okay? They'e going to be must-have for
a combination of — well, they have, in many cases,
large portfolios of songs, and so as you'e heard a

lot about in Web IV, that's going to matter to an
interactive service because they need to offer their
customers a wide — you know, a broad catalogue of
music. But then these issues of fractional licenses
and issues of transparency then make — make that
worse and make it more must-have because you can'
be sure you'e not incurring all sorts of liability
unless you go to all the parties.

Now, why is that a problem? Well, as you
start having more must-haves from whom you have to
license, each of them is going to have a degree of
monopoly power. So you'e going to be paying more.
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And then also you can even run into this k)ecause
they'e must-have, that they'e complements. Anck so
we'e going to run into the Cournot complements
problem, which is to say that each one charges a

higher price, ignoring the fact: that that may be
sort of suppressing what's happening in the industry
overall because you care about your share of what:

goes on in the industry.
And, again, something we know, heard a!

lot about in Web IV. And so this fragmentation
then, if it occurs, would be expected to lead to
higher prices, and we'e seen a. little bit of tha.t
already with Gk4R now charging people, but that that
would lead to higher prices which then could
potentially trigger the floor -- and here I do mean

the floor — because you'd end up -- as the
performance royalty rights go up, right, ther"s
going to be less and less 1 ft over for mechanica.ls.

And so my concern is it's going to
trigger the floor. That will then have the effect
of raising the overall rate, the total amount you!'re
paying for the sum of performance and mechanical
royalties, and it will be raising it because of the
exercise of market power, not because music is
making a bigger contribution or anything like that.
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! THE WITNESS: — collection agent. In
fact, goes straight to the writer, and so that is
something that would be affected.

And that'k something that if that', you
know, an important change, then you would expect to
see the contracts change. Hut, yes, it is something
they would have to adjust. And that's something
I'e thought abou!t.

JUDGE 'STRICKLER: When you say that was

something they would have to adjust—
THE WITNESS: Nez!ning the--
JUDGE STRICKLER: — I don'i understand

that.
THE WITNESS: That's a — that was a

choice! macke b!y the sbngwriters and the publishers in
terms of what they said was — goes into the k)ase of
what's recoupable and not. Right?

JUDGE 'STRICKLER: But that's not really
before us, That is either a fact that there is that
recoupment: process with regard to mechanical
royalties or there isn'.

And if it is there, isn't that an
economic value to the music publishers that they get
— get to recoup some or all of their advances as
long as there's a. mechanical royalty rate — that

607

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

JUDGE STRICKLER: When you analyze-
Dr. Katz, when you'e analyzing the mechanical-or!ly
floor, separate and apart from the issue that you
just described about the must-haves and the
fragmentation and the withdrawals, did you consider
whether there was any economic importance as to the
fact that the mechanical royalty f:iows through music
publishers and the performance royalty flows through
the performance rights organizations that you-
that you just spoke of, and that each one mig'ht have
different contractual relations and right. and
duties with regard to songwriters and lyricists, the
artists, if you will, and that that was an important
economic factor that went into the bargain that
created the mechanical-only floor:in the 2012
settlement that is your ben hmark?

THE WITNESS: So I have thought: about
that in the context of advances because my

understanding is that a common practice in th
industry is that when publishers g:ive advances to
songwriters, that the advan es, I think, .-!re

recoupable — I guess they'e not -- in relevant
part not recoupable against performance royalties
that go straight from the PRO to the web--

JUDGE STRICKLER: Right.
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flows through them, and the floor provides that it
won't disappear i.n the event: of fragmentation, in
the event of withdrawals, or in the event of any
other reason (hat, wo!ild cause the performance
royalty rate to go up? So if that's an — assuming,
now — I'm not saying it is, because there's a whole
lot more of this proceeding to go on -- but if
that's an economi.c basis in this case, why would-
and you seem to suggest that: — you'e the one who

raised the point about advances, why is that not in
your analysis?

THE WITNESS: So, I mean, it is part of
my analysis in terms of thinking that they could-
the publi.hers and the songwriters, if it'
im$ortant goihg forward for advances, to -- you
know, they'e worried about recoupment,, they could
wr:ite a contract, as far as I understand, that: they
would — could also recoup against performance
royalties, for examp.'ie.

Now, I take the point that in existing
contracts, it would matter to them because those
contracts are there. But on a going forward basis,
in terms of thinking about what it means to the
performance -- the industry, th y have alternatives,
contractu.-!1 alternatives that would let them adjust
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to that.
JUDGE STRICKLER: You'e not aware of any

— any restrictions that exist in the industry as to
preventing that kind of a recoupment through the
performance royalties as opposed to the mechanical
royalties?

THE WITNESS: No, I'm not aware of that.
I guess my experience is more as a textbook author,
and there I think they had the right if they wanted
to go after my house, but it may be — it may be
that's something I'm not aware of in the music
industry, that songwriters are treated better than
economics textbook writers.

JUDGE STRICKLER: Thank you.
BY MR. MARKS:

Q. Dr. Katz, switching gears, you note in
your written testimony that the fact that the 2012

settlement is relatively recent commends itself as a

benchmark.
But have you looked at whether or not the

music marketplace has changed significantly over the
past five years?

A. Yes, I have.
O. And what have you concluded about changes

in the marketplace since 2012?

609

1

2

3

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

If I could just ask you to walk us

through your understanding of the various changes
that have taken place in the industry since 2012

with reference to the prior periods?
A. All right. So what this slide is

showing, to provide some context, is looking at
overall industry revenue. So this is including
revenues earned by record companies, for example,
and streaming services. This is as calculated, the
fine print will tell you, by RIAA.

And — you know, and this is — these are
figures for the U.S., but I should say the global
figures are similar in terms of trends. And the
reason I mention that and the relevance of that is
if you think about the returns to songwriting,
right, you'e writing one song and it can be

listened to or sold anywhere in the world, so the
global trends are also relevant. And the global
trends are also relevant somewhat for streaming
services as well, to the extent that especially a

company like Spotify is multinational.
But, again, looking at the U.S., the

biggest trend, the one everyone is aware of is,
beginning in 1999, there was a significant decrease
in the revenues for U.S. music industry and that
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A. Well, I mean, there have been significant
changes, what we might think of as big changes,
particularly, you know, between the rise of music
consumption and the rise of the importance of
streaming, but ultimately I'e concluded that those
changes do not point to a reason to either change
the rate structure or the rate levels, that, again,
subject to challenges, that the — the industry is
performing well under the — the current settlement.

9. Did you consider expressly whether there
had been changes in the amount of music consumption
during the current rate period?

A. Yes, that's certainly something I took
into consideration. And I think it's one of the
maybe few points where there's probably agreement
among everybody in the room, that music consumption
has increased.

g. And should — shouldn't Copyright Owners

receive additional compensation from interactive
services as a result of the increase of interactive
streaming?

A. I think as a general matter, that they
should and, in fact, they have. The royalty
payments have gone up.

9. If we can go to the next slide, please.
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that's attributed by people in the industry, by
academics, by the trade press, as being largely from

digitization, which allowed for the unbundling of
albums, and unbundling turned out to be a bad way

for the industry, and the bigger one, I think,
though, everyone agrees, is piracy or unlicensed
file sharing.

Okay. So that's a big trend. And one

thing to note from that is that — you know, that
big decline, right, is not from streaming.
Streaming, you see, is — in this light purple—
just isn't showing up, and it doesn't even show up
in the RIAA figures in the early years. I think
before 2005. Okay?

But streaming was not the cause of the
problem. We see that streaming now is part of the
solution in terms of stabilizing industry revenues
because if we look in the more recent years, you can
see that the decline slowed considerably and, in
fact, in the most recent years, it has actually
reversed. So — but I don't want to make too much

of it, of going up. I think the bottom line is that
it has stabilized things.

And then what has happened is that — you
can think of intuitively is that streaming is
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replacing piracy, and that's a good thing for the
industry.

g. Have you reviewed any information that
speaks to how industry revenues are likely to change
going forward?

A. Yes. I mean, the analyst reports I have
seen and, I guess, industry commentary suggest that
people do believe that this is a turnaround. It'
not just, though, you know, a one-time slowing but
that this is going to help stabilize the industry,
and that going forward, it can actually grow.

Q. This slide is focused on changes in music
industry revenues, but have you looked specifically
at publisher revenues or profits over the 2012 to
2015 period? And I'l ask you just to answer that
yes or no, since we'e in open session.

A. Yes.
g. So that we can remain in open session, we

won't go into the details, but do you address those
topics in paragraphs 58 and 59 of your written
direct testimony?

A. I'l assume you have the numbers correct,
yes.

Q. If I could ask, without turning to the
public display of the slide, but for people who have
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we still have up on the screen, which was figure 1

from your written direct testimony, the industry
that you'e referencing, is that the sound recording
industty er is that publ'ishing industry or what?

THE WITNESS: So I believe this is based
on, largely -- sorry. And there's a detailed
footnote in my report, but I'l: give you my overall
understanding.

It's primarily, I think, the retail
rekenu4s.~ And w8en 1 saP "primarily," if I
unders'tand it coz'rectly, for — for non-interactive
adtsupported services that RIAA, I believe, uses
royalty revenues paid through SoundExchange, but in
mostly other cases what they'e doing is they'e
lookin'g at the --'he consumer prices, the retail
value of music.

So embedded in that, then, would be, you
know, what everybody in the industry ends 'up 'etting.

JUDGE 'STR1CKLER: I asked about — in
fact, looking at where it says sources in the
footnote, .it says, now that I look at it, U.S.
recorded music revenue by format. So it's total—
total revenue in the industry, and it's in the next
chart that we'e not seeing because it has
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paper copies, are the results of your analysis of
changes in publisher revenues summarized in the next
slide, which is restricted, in your slide deck?

A. Yes.

g. Have you given any consideration to the
profitability of interactive streaming services or
lack thereof since the 2012 settlement was entered
into?

A. Yes, I have.
g. What have you concluded?
A. Well, I'e concluded, I guess, a couple

things. One is that looking at Spotify's financial
statements and the level I'l talk about them is
public, that to date, they'e been suffering losses,
and they are the largest, you know, stand-alone
service. And that also — so they'e been suffering
losses. They'e shown a willingness to continue to
invest. So, clearly, they have some optimism that
the future will be different.

And then I'e also observed that several
streaming services have gone out of business and, in
particular, have gone bankrupt are or were sold in
distress.

JUDGE STRICKLER: Just a question before
you go on, just for clarification. The slide that
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confidential restricted material where you'e
limited the analysis'r 'you'e carved out publisher
revenu'e only?'HE

WITNESS: That's right. And as I
say, the One thing I'aS saying and the footnote
goes on, there's some, I don't quite understand why
they'v'e done it, 'quirk i'n the way that — at least
looks to me like a quirk — the way they deal with
certain advertising revenue for non-interactive
services.'

JUDGE:STRICKLER: Thank you,
BY MR. MARKS:

Q. If I could ask you to turn back to
Exhibit 885, Which ie your written direct testimony,
and turn pour~ attention 'to footnote 76 on page 47.'s'hat the footnote to which you were
referr'ing?

A. Yes.

g. Now, Dr. Eisenach and Dr. Rysman both
assert'hat the fact that there are firms entering
the interactive space demonstrates that interactive
servic'es must'e earning economic profits.

Are you familiar with that testimony?
Broadly, yes.

. JUDGE .STRICKLER: Can you cite to a
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paragraph number from Dr. Eisenach's testimony?
MR. MARKS: I don't have it, but I can

supply that at the break.
BY MR. MARKS:

g. How do you respond to that point?
A. So there are a couple of different

things. First off, the fact that firms are entering
doesn't imply that they'e earning economic profits
on a flow basis. In fact, that's a point I suspect
you'e going to hear from Dr. Rysman about
considerably, that it — but it does suggest that
the firms are expecting that, overall, it will be

profitable to enter. They might lose money now but
they expect eventually to make money.

It does tell us that, but I don't think
that tells us that they'e earning excess profits or
doesn't say anything or imply that the royalty rates
are too low.

I mean, you could have — for example,
you could have entry into an industry, even though
one of the suppliers to that industry had a

monopoly. I just think they'e trying to draw too
tight a link between entry and the nature of the
input prices.

And then the other thing I would say is,
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anything other than vigorous at this point.
g. In the interest of time, we'l skip over

the details, but are the bases for your conclusions
in these regards set forth in paragraphs 60 and 61

of your written direct testimony?
A. Again, I will assume you have the right

numbers.
g. What is the relevance of the increases in

the numbers of musical works and songwriters to your
assessment of the probative value of the 2012

settlement as a benchmark for rate setting here?
A. Well, I was — I was looking at those

because I was looking for evidence that the market
was not functioning well under the 2012 settlement,
either because you'd see investment in streaming
services cease or that you would see the production
of musical works cease.

And I didn't see evidence of either of
those things.

Q. And if we could skip slide 11 and go
straight to slide 12. Thank you.

Can you give us your overall assessment
of the industry changes and whether they counsel in
favor of rate increases for the 2018 to 2022 period?

A. All right. And maybe what I will do,
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well, yes, there has been entry and clearly there
are firms that are optimistic about their prospects
of streaming services. There has also been exit.
And seeing entry and exit is all consistent with
having a — the functioning of a competitive market.

And I don't think it by itself is
indicative of there being excess profits or economic
profits.

g. Have you given any consideration to how

the numbers of songwriters and musical works has
changed since the 2012 settlement was entered into?

A. Yes, that's something I considered.
9. What did you conclude?
A, So I conclude from the data that are

available to me is that there continue to be, you

know, many people as songwriters. I looked at the
memberships, I guess, in ASCAP, and BMI and then, I
guess, as recently provided through interrogatories
membership in another organization for songwriters.
But overall that those organizations collectively
are growing and that also the numbers of songs that
are — ASCAP and BMI have grown very substantially
in the last few years. And just generally have
found an absence of — of any evidence that the
supply of music has become diminished and that it'
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when we get — have the slides, just touch on a few

of these things, but in terms of, you know, maximize
availability, we see that, as I say — and I guess
at broad level, I mean, it's from their public
statements, so the publishers are profitable,
certainly the leading ones are because you can see
that in their public financial statements. So it'
not confidential.

As we'e said, music revenues have
stabilized. And the Services are unprofitable.
How, you know, as — I take from that that, again,
the Services are unprofitable, but they'e still
continuing to invest. As I said, the status quo is
sustainable. But it suggests that anything you'
want to do is you would want to — sorry, I thought
I made a typo. I didn't see the 9 there. If
anything, it suggests you'd have lower rates or
continuing the current rates, but it doesn't — it
certainly doesn't suggest that we need to raise
rates in order to improve availability, that we see
both sides doing what they need to do to make the
music available to consumers.

In terms of the fair return and fair
income and also let me say on the — on the relative
roles, you know, one of the things, I think, you'e
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going to be hearing a lot about; is saying, well,
streaming has become much more important since 2012.
It's a much bigger deal. And that's clearly right.
I mean, it is a bigger deal. And I think„ if
anything, that would argue for saying that its role
has become more important since 2012 and that could
actually argue for why streaming services should get
more of the surplusage, if they have lower
royalties.

So, again, as you walk through each of
these, I think where they come out is it suggest.
that either you keep the rates the sarre or I think
generally suggests that the rai.es could be lowered,
if you apply all of them. Agai.n, I won't walk
through every single one. Thai.'s the boti om line
conclusion.

MR. MARKS: At this poi!nt, Your Honor., I
have a short series of questions that will get into
restricted information and require clearing the
courtroom.

JUDGE BARNETT: Okay. )r)e're going to
take our morning recess at this time, 15 minutes,
and when we reconvene, if there is anyone here in
the courtroom who is not privy to confidential
information, if you will please wa.it outs:i.de the
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OPEN SESSION
CROSS-EXAMINATION

BY MR. JANOWITK:

Q. Good morn:i.ng, Dr„ Katz.
A. Good morning, counsel.
!Q. ! I'n going to ask you some questions about

your — your benchmark analysis, in particular, the
20112 settlement. Notr, I understanc1 that you feel a

benchmark analysis is helpful because .it avoids
having to build up a model, correct:?

A. Yeah, certainly it avoids having to build
a ground-up structural model of the industry.

Q. Exactly.
A. Yeah.

Q. So — so (ve're avoiding that kind of
ground-up, you know, structure. And are there other
ways that you could do that? Are there other kinds
of analyses that you could use that, would not
involve building a model from the ground up?

A. You'e saying asI!de from benchmarks?
Q. ExI!ctly.
!A. ! I'n ndt s&are. I mean, if you use that

term expansively enough, it may cover everyth:i.ng. I
mean, you'could certainly have different ways of
building models. People try to build up from costs.
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hearing room, we'l invite you in ;rhen. th:i.s
restricted material is completed.

(A recess was taken at 10 50 a.m., after
which the hearing resumed at ll.:12 a.m.)

(Whereupon, the trial proceeded in
confidential session.)
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You might act'uall.y try to have a model of the whole
industry and the demand for services and everything
elae. Sor I !nean, when I say building a mode.'L, it
could mean a lot of Chings.

Q. I understand. Nell, let me give you an
example. For ex.-!mple, some of the ezp rts have used
Shapley values. Is Chat a vray of getting at some of
these issues without having to build a model from
the ground up?

A. I would say actually those are models of
the industry. They are highly stylized. And it'
something I, you know, talk about in my written
rebuttal report, but they are — those are modeling
the industry.

Q. Okay. So you look at it: that way.
JUDGE BARNETT: Forgive the interruption.

I don't think we got your name on i.he record--
MR. JANOWITK: Oh, I'm sorry.
JUDGE BARNETT: -- in connection nrith

th:i.s cross-examination.
MR. JANOWITK: Of course. James

A. Janowitz for the Copyright Owners.

JUDGE BARNETT: Thank you.
MR. JANOWITZ: I"m with Pryor Cashman

LL1? .
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BY MR. JANOWITZ:

Q, And you testified earlier that — and I
think you were addressing Dr. Eisenach's report,
that prior settlement may not be perfect, but in
this case judged against the performance of the
industry, which is healthy, you think that prior
settlement is a valid benchmark? Is that correct?

A. Yeah. I guess — and I'm not sure of the
exact words I used. I would say in some sense
healthy enough. There are clearly challenges for
the industry, but — and, you know, for streaming,
things that — that better change for them at some

point, but I think it's on a trajectory that'
sustainable.

g. Okay. So it's not healthy; it's healthy
enough?

A. Yeah.

Q. Would be accurate?
A. You could say that.
Q. Okay.

JUDGE STRICKLER: Could I ask you,
healthy enough for what?

THE WITNESS: That it's sustainable, that
I believe — and certainly investors believe that
the situation in streaming at some point will change
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shakeout so that competition will become less
intense.

JUDGE BARNETT: So they'e taking a loss
but they'e going to make up for it in volume, is
that it?

THE WITNESS: You and I may have similar
investment strategies. Yeah, I mean, it sometimes
looks like that could be what the — the risk is.
But clearly they'e expecting something to change in
the future.

JUDGE STRICKLER: When you say they may
— they may also anticipate that there's a shakeout
in the competition, does that suggest that there'
also a competition for the market, various type of
competition, as well as this kind of competition on

the basis of price and differentiated product?
THE WITNESS: So that's not something

that I'e done a full analysis of, but I would say
off the top of my head that I — I would say that
there are network effects present here, but there'
also significant product differentiation across
services, so that I would think this is an industry
where we would expect multiple streaming services to
survive, and so it could be that there are fewer
than we see now, but that it's something I would
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so that they'l become profitable on a flow basis.
And clearly the industry, and this is

both the Copyright Owners and streaming services,
continually have to deal with the — the threat of
piracy.

So I just mean factors like that, that
there's still — they face headwinds.

JUDGE STRICKLER: Well, if -- if the
rates are — allow them to be healthy enough where

they will become profitable, why aren't they
profitable now? How would one know what's going to
change if the rate stays the same and they'l go
from not profitable to profitable?

THE WITNESS: So I think that the
Services are banking on or their investment—
investors are banking on is thinking that there's-
part of it is that they'l benefit from economies of
scale at some point.

And, I mean, again, as I say, I have to
speak to expectations of the investors. Personally,
I'm probably not as optimistic as their investors
are, but that's what I think has to be their biggest
hope, that they — some combination of they'l
benefit from economies of scale at some point and

also that there may be an additional industry
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expect. I would — I wouldn't expect it to tip to a

monopoly.
But there would still be elements of what

you'e saying, but I don't think it would go all the
way to do that. I think there's enough
differentiation.

JUDGE STRICKLER: Thank you.
BY MR. JANOWITZ:

Q. Dr. Katz, you'e looking to some point in
the future where the industry may become profitable;
is that right? That it becomes more healthy?

A. Well, I'm saying that appears to be the
expectation of industry participants who have chosen
to enter, that they think it will become more
profitable.

g. Right. So — so entry is a token of
optimism with respect to the economics of the
industry?

A. Yeah, at a broad level, yes.
g. And do you expect — do you think that—

that optimism is based on any analysis or is it
just, you know, Panglossian optimism?

A. My experience with a lot of industries
would suggest it's a combination of both, but I
would certainly hope some people have done analysis.
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g. And have you done an analysis?
A. Of the future of the industry'?
Q. Yes.
A. In terms of my own from the ground up,

no, I'e, you know, read some financial projections
and things like that, but I have not constructed my

own prediction of the industry.
g. Now, with respect to the — let's take

the existing rate, because you think that the rate
should be lower, if anything. With respect to the
existing rate, have you done any analysis of the
impact of that rate on the profitability of one or
any of the Services?

A. I have not conducted such an analysis
myself. You know, Pandora — as Pandora witnesses
have testified to that in writing. I'e reviewed
that, but I haven't conducted my own studies.

g. And so you don't know whether it affects
— whether it delays profitability or eliminates the
possibility of profitability yourself?

A. I mean — I mean, no, I think as a matter
of arithmetic that it would reduce it and delay it,
but I couldn't quantify the amounts.

g. And you can't — and you can't quantify
the impact on the survival of any of the streaming
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Q. And you testified earlier that the~
paxties have agreed that. the 2012 settlement works
for them. Do you remember saying that?

A. I don't remember. Well, I mean, they
certainly at the time they x'cached the settlement,
they agreed to the settlement.

Q. 'hat''ind of my point. But I~ think the ~

— I think the point you were trying to make was .

that we have some confidence in that settlement
because the parties have, agreed, that it works~for~

them. Or perhaps I misunderstand your testimony and
it'.s not that:the paxties have agreed that it works

for them.
A. So — well, let me state it now bedause

I'm not completely recalling which thing you'e
referring ito.i Soi at'thei time they reached. the
agxeement, I mean, it was a voluntary agreement, so
that in that sense in which it works for them, and
then my statement about how the industry has
performed since then was based on an observation of
what's happening.

. I —
.

— if I.said that — or what I seemed

to:say: was everybody:is happy with how things are
going,: there are:certain1y songwriters who complain
a lot iabodt streaming, but what my analysis was
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services, correct?
A. That's correct. That's something that I

would leave to the fact witnesses for the streaming
services.

g. Okay. And in terms of the — the lower
rate, assuming that the rate that you — that your
client is suggesting be adopted, do you have any
idea how that would impact the profitability of any
of the Services?

A. Other than your point saying a lower rate
would generally improve the profitability, either
making it less negative or more positive, but,
again, I haven't done a quantitative assessment of
that.

g. And so you haven't done a sensitivity
analysis, either, as between what Services are
proposing versus what exists versus what the
Copyright Owners are proposing, correct'?

A. Sensitivity with respect to-
g. Their — their individual impacts

relative — and relative to each other on the
profitability and sustainability of the industry.

A. That's correct, beyond what's in my

report which, again, citing other sources of doing
it, but I have not done a direct analysis myself.
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based on is not whether there are anecdotes of
songwriters complaining but to look at how the
industry is performing..

So if I said something about works at
that point, I was talking about broader measures of
industry performance, and I don't recall saying it,
but I didn't mean toibe implying that necessarily
every individual is happy with how the 2012

settlement has gone. Clearly, Copyright Owners

would like something. different. That's why you'e
here.

g. Precisely. And in terms of — and in
terms of, .you. know, the comment. about how it works
for them, so now you'e saying you were referring to
the 2012 agreement at the time that it was entered
into?

A. No, what I'm saying is I don't recall the
testimony you'e quoting, so I was trying to just
put one the record so~we can have the discussion that
at. the. time they .reached the agreement, clearly both
sides thought. it worked for them. That's — it's a

voluntary. agreement.. And then I'm also saying that
subsequent to: that, when we look at industry
performance, I think. the performance shows that the
2012 settlement xs meeting the statutory objectives.
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I don't recall saying at any point that
people — that necessarily the Copyright Owners were

happy with it. If I did, I misspoke because, as I
said, I realize we'e here because you'd like
something different.

Q. Right. And in terms of what was going on

in 2012, again, it's not necessarily that they
thought it worked for them, that it worked for them,
but perhaps they hoped or expected that it would
work for them in the future because at the time that
they agreed to the 2012 settlement, they had no idea
how it would work in the future; isn't that right?

A. I'd be pretty surprised if they had no

idea—
Q. Well, I'l take a step back. They didn'

know how it would work in the future, correct?
There was no crystal ball at the takeoff?

A. I would assume that that is correct, that
there was no crystal ball.

Q. And so looking at the factors that you
were taking into account in relying on the 2012

settlement, let's just go through them.
One, that it was a relatively recent

negotiation, correct?
A. Correct.
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might occur?
A. That is what I say.
Q. Okay. And you say that there were no

significant asymmetries between the parties'bility
to litigate. I understand that. And that there was

no exertion of market power by one party on the
other.

I'd like to ask you about other factors
that might affect whether the 2012—

A. One thing--
Q. Go ahead.
A. When you said no exertion of market

power, whether you'e quoting something or is
that—

Q. I'm — I may not — I don't have
quotation marks in my notes, but as best as I can
remember, that's what you said. If you have—

A. I just don't remember talking about
exerting market power. Certainly, it says that I
didn't see — I mean, if you look at my written
testimony, I believe it says that I didn't see an
imbalance of bargaining power or market power that
favored the Services, because I was trying to take a
conservative approach.

And in my testimony orally earlier today,
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Q. And I notice you say "relatively." So it
is four years. And this is a — this is an industry
in which things happen pretty quickly, isn't it?

A. Certain people have a perception of that.
I mean, there are certainly people who characterize
it that way.

Q. You disagree things happen quickly in
this industry?

A. My view actually, and a view I'e had for
a lot of years, is that people talk about things
happening in the Internet time and — and network
effects and everything else, and there tends to be
an exaggeration with how -- how quickly things
happen, but I will agree that lots of people
characterize it that way.

Q. Okay. And you also rely on the fact that
these are similar or the same parties, which—

A. That's correct.
Q. — which I understand, and that they were

negotiating over an identical set of rights?
A. That's my understanding.
Q. Right. So this is — that was a 115

proceeding, settlement. This is a 115 proceeding.
The parties knew that the alternative to settling
was that the CRB proceeding under the 801 standard
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I believe I said that — that things were roughly
balanced and I didn't see it that way.

So--
Q. Okay.
A. It just struck me because that's not

something I recall having said it that way.

Q. That's okay. I may not have remembered
it precisely myself.

So let me ask you, in addition to the
things you'e mentioned, what if the economics or
business circumstances relating to streaming changed
materially between 2012 and now? Is that something
that would affect the 2012 settlement as a

benchmark?
A. It would depend on how it would change.
Q. Of course. But possibly those kinds of

economic or business environment changes might
affect whether or not the benchmark is appropriate,
correct?

A. Yes.

Q. What if one or more of the parties to the
2012 settlement based its — its decision in
entering into that settlement on materially faulty
or incomplete information? Could that affect the
usefulness of the benchmark?
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A. Potentially, it could. Again, part of it
is even if people went in with the wrong
expectations, that it turns out that the benchmark
is performing well and meeting the statutory
factors, it could still be okay. So I — I think
you could imagine situations where people's beliefs
were so far off they did things that turned out to
work really badly, but you can also imagine
situations where people's beliefs were off but it
nonetheless worked well.

Q. Sure. It could fall into the category of
dumb luck, right?

A. That's a possibility.
Q. Okay. What about the — the shadow of

the compulsory license? Page 54 of your statement,
and this may jog more with your recollection.

A. You'e asking my written direct
testimony?

Q. Your written direct, yes. As long as—
A. I'm sorry, could you tell me—
Q. Please go ahead.
A. — where it is?
Q. Page 54.
A. No, I'm saying starting — if you could

tell me where in my binder where is my testimony.
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~ THE WITNESS:: Yeah.: Okay. You want me

to look at our bindei, not yours?
BY'R.'ANOWITZ: 'Q.

A. Okay. I'm sorry, if you could then tell
me the page number again, please.

IQ, I Pal)a 54.
A. I'm there,
Q. Okay. Before we get to that, just

talking about the nature of the information that the
Copyright Owners had, wasn't it also part of the
agreement in 2012 that the rates would be determined
de novo in this proceeding, should it occur?

A. That's my understanding from what I'e
read by - statementa of one or more of your expert
witneeses,'nd I 'may'haye gone back and looked at
the language, but, yes,:roughly, that's my

understanding.
Q. 'o' 'and'so the Copyright Owners might

have relied oh that term in agreeing to the other
terms in the settlement, correct?

A. Yes.

Q. And so the — the possibility of
correcting mistakes to the extent that they were'adei'n five years could — could very well have

658

1

2

3

5

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q. Oh.

A. Am I 883?

Q. Let's see.
A. It's not labeled. These are labeled by

trial exhibit names, not by—
JUDGE BARNETT: 885, I think, is your

testimony.
THE WITNESS: I'm not sure that I—
JUDGE BARNETT: You might have to look at

the other binder.
THE WITNESS: Yeah, I don't think you

gave me that. Okay.
BY MR. JANOWITZ:

Q. It's — it's tab 1.
A. Mine is — my first tab is Google trial

Exhibit 695, testimony of Greg Leonard.
Q. I think you'e looking at perhaps — take

a look at the other binder you have.
JUDGE BARNETT: The smaller binder?
THE WITNESS: This is — this is the only

binder you gave me. This is the binder from this
morning.

MR. JANOWITZ: All right.
JUDGE BARNETT: Right. That's the one

that has your testimony.
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been something that was important to the Copyright
Owners in entering into that settlement, correct?

A. I would — I would think actually that
both sides would be interested in having the ability
to correct what they saw to be mistakes.

'Q. I 'agree with you. So now looking at page
54, you say that "as long as neither party has
excessive market power or benefits from a

governmental policy that 'tips the scales in its
favor,'conomic principles of bargaining indicate
that negotiated settlements will reflect relative
contributions." Correct?

A. Yes, that's what it says.
Q. Noi», the compulsory statutory rate, the

shadow of'the' 'of the rate as we refer to it, is
the embodiment of a governmental policy, isn't it?

'A. 'e's.
Q. Okay. And so it would fit into this

analysis of whether there is a governmental policy
that t'ips'the'cales, And -- and the compulsory
rate has an impact on bargaining between the
publishers and the Services, doesn't it, when they
bargain.ned with one another?

A. 'e's, as I talked. about earlier .this
morning during my oral direct, I think it serves as
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a backstop, and so people take it — would take it
into account as part of bargaining what their
alternatives are.

g. Right. Interesting that you mention
that.

So you did, you testified to the fact
that it was a backstop, and just before that, I
think you said that the way it works is that if a

party is getting a really bad deal, it can go to the
CRB. Correct? Do you remember saying that?

A. Something to that effect, yes.
g. So that it would seem that the — the

impact, the protective impact of the shadow is — is
limited; in other words, the way you'e describing
it, you need a really bad deal to get there?

A. No, that-
g. To take advantage of the fact, that

there's a compulsory and that there's a proceeding
looming?

A. No, I didn't say that. There's a

difference between saying if you thought you were

going a really bad deal, you would do something, and

saying you would only do something if you thought
you were getting a really bad deal.

g. Well, can you determine at what point in
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g. So going back to your statement about,
you know, the factors that affect using a benchmark,
isn't it true that in this case in 2012, given the
nature of the compulsory, given the nature of the
shadow, given the fact that it is an expression of
governmental policy, weren't the scales tipped
against the publishers?

A. No, I don't believe so. As I said, my

opinion is that it — well, let's be careful. If
you'e saying did it tip it against them in the
sense that absent the intervention, if they — had

they done things individually, they could take—
take advantage of having monopoly power, in that
sense you could say it tips, but as I was using the
term here — and maybe I shouldn't use terms when I
put them in quotation marks because it shows they'e
too loose and that's why I put them in quotation
marks.

I think of the shadow as balancing the
bargaining power between the two parties.

g. I understand that. And so my — but my

question is does it balance it perfectly?
A. You shouldn't ask me that in front of the

judges, but, now, look, there's — they'e human and
there's no reason to believe that it will be
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getting a bad deal, you know, it would affect your
ability to negotiate, not just a really bad deal,
it's a fairly bad deal, or how does it work?

A. You would have — the party involved
would have to make the calculation of saying what'
on the table as a potential private settlement and
agreement and form expectations about what would

happen in a proceeding, look at the difference in
the expected values of those outcomes, and also take
into account bargaining costs, both in the private
negotiations and potentially in the statutory
proceeding.

g. So it would be a very complicated
analysis?

A. It could be complicated. You might—
some people would do that in a simple way. It would

be up to the person conducting the analysis.
9. But if you were going to do it rigorously

with the hope that you would get it right, it would

be very complicated, correct?
A. I'm not so sure. But if it — I mean,

it's a small number of numbers involved. It would

depend on how people did it. I mean — it would

depend — it would depend on how the particular
company formed its expectations.
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perfect, and even if they are perfect, it's not
clear that that would be recognized by the parties.
So as I said before, I mean, this is a matter of
people's expectations. And it's not going to be

exact.
9. But you can't — you can't measure the

offsetting effect of the shadow of the compulsory
against what you consider to be market power on the
part of the Copyright Owners, can you?

JUDGE STRICKLER: Counsel, can you
clarify in your question when you say the shadow,

are you referring to the shadow of the compulsory
license that exists or the shadow of the compulsory
license that might exist if there's no deal or
something else?

MR. JANOWITl: I am — it's the latter,
Your Honor.

JUDGE STRICKLER: Thank you.
THE WITNESS: I'm sorry, if you could

just repeat your question.
MR. JANOWITl: Could you, please?
THE REPORTER: "guestion: You can'

measure the offsetting effect of the shadow of the
compulsory against what you consider to be market
power on the part of the Copyright Owners, can you?"
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THE WITNESS: I'm not sure what you mean

by "measure" or even whether — I think, there would
be a need to do the measurement in order to reach
the conclusions I have because let's — and I
realize you don't accept this, but take as
hypothetical that, in fact, it does perfectly
balance and perfectly offset market power.

That would be sufficient information for
me, regardless of whether I knew how much market
power was offsetting, so there would be no need to
measure it.
BY MR. JANOWITK:

Q. Right. But you don't know whether it
perfectly balances, correct?

A. As I said, my expectation is that it'
not perfect because, you know, as people are
imperfect, but it's the best we have got.

Q. So it could — it could, in fact, tip the
scales against the publishers, correct, net, the net
outcome?

A. The publishers could — I mean it'
certainly possible publishers could have believed
that.

Q. Right. And so that could have affected
their negotiating, correct?
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Q. You don't know? How about iHeartRadio?
A. I don't believe so.
Q. Now, Spotify launched in the U.S. in

2011, but I think they weren't really too effective
until 2012. Did they participate?

A. My recollection is they did not, but I'm
not sure.

Q. Okay. How about Google Play Music?
A. That one, sorry, I just can't do from

memory because I think not Google Play, but I'can't 'ememberwhether Google — I thought Googl~e was

involved, but I may — I just — I mean, I'd have to
look,

Q. You don't know?

~A. ~ Yeah, ~I don't know.:
'Q. 'i'tting here. Amazon Prime launched in

2014, so it's fair to assume they were not a
participant, correct?

A. 'f'y '"they" 'you mean the specific Prime
service, yes. If you'e asking about Amazon 'roadly,I don't ~knoW. I don': recall their being
part of it, but I don't know as I sit here.

Q. Okay. And TIDAL wasn't launched until
2014, so presumably they were not a participant?

A. I believe that is so, given it's a narrow
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A. Yes.
Q. And you don't know whether that was

something that did, in fact, affect their
negotiating?

A. Well, I would expect that their beliefs
about what would happen — as an economist, my

expectation would be that their beliefs about what
would happen if there was a proceeding would affect
their decisions.

Q. Of course, but you don't know whether
they perceived a disadvantage, a tilting against
them at the time that went into their thinking about
how they should settle that 2012 proceeding?

A. Yes, and I just — I just want to be
clear about one thing. When you say about how they
perceived a tilt, what they would consider a tilt
and what I consider a tilt as an economist might be
different things. But — but certainly, if you'e
just asking did their perceptions of what would
happen in the proceeding affect their bargaining
position, the answer is yes.

Q. Okay. And so let's — let's take a look
at who the participants were. Was Pandora a
participant in the 2012 settlement?

A. I — I don't believe so.
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company.
'Q. 'n'd Apple'uaic,'the'treaming service, I

believe was 2015. So it's fair to — to assume t'hey'ere

not a participant, correct?
A. Again, if you'e referring specifically

to the streaming service, correct. I don't know if
Apple — I don't recall, as I sit here, if Apple was

involved in some other way. It's a multi"service'irm.

~Q. ~ Right! But &- bnt certainly with respect
to~ thi~s settlement which related only to streaming,
probably not,l correct?

lA. 'e'ah, 'look, i'f you x'epresent to me that
they weren't involved, I have no reason to doubt'ou.But I don't remember as I sit here.

'Q. ~ Al~l right. And -- and you did consider,
didn't you, whether the entry of all of these
companies responsible for the vast amount of
stieaming after 2012 affected the Suitabillityiof i

this benchmark?
A. Yes.

Q. That's something you took into account,
didn't you?

A. i Yes.
~Q. ~ But, ultimately, you decided to ignore
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that fact, correct?
A. False.
g. Okay. Tell me — tell me how it's false.
A. I mean, I didn't ignore it. Nait-
Q. Nell, I'm not saying that you ignored it.
A. Yes, you did, that is what you said.
g. No, let me — let me rephrase it. I'm

not saying that you didn't consider the issue. But

my question is, ultimately, did you conclude that
the entry of these companies after 2012 was

something that affected the suitability of the
benchmark?

A. Yes.

g. You did conclude that?
A. Yes.

Q. Okay. Tell me how it affected the
suitability of the benchmark in your analysis.

A. It was part of my analysis that indicated
that the industry was optimistic that given the-
the current structure and their views about going
forth — and here by industry, I mean the streaming
services — that the market was functioning on that
side and that we were seeing sufficient investment.
And so it was one of the indicators to me that the
2012 settlement was working.
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And I think you said that you did.
A. That's correct.
Q. Okay. So--

JUDGE STRICKLER: I'm sorry. I don'

want to cut off your flow. Do you have another
question on this?
BY MR. JANOWITE:

Q. So I'm just trying — but it was my

understanding, reading your report, that having
considered it, you rejected it as something that
affected the suitability of the 2012 benchmark.

A. No.

Q. That's where we seem to be—
A. No, I rejected it as a reason to conclude

that you should raise the rates.
Q. Okay.

A. I didn't reject it as something to take
into account.

Q. Okay.
JUDGE STRICKLER: A question as it

relates to the entry and the particular entry that
we'e seen as represented by some of the parties
here who were not parties to the 2012 settlement.
And I'm speaking particularly of — of Apple and

Amazon and Google. And tying it back to your
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g. So are you telling — are you telling us
that the participants to the settlement in 2012

foresaw this entry?
A. I haven't offered an opinion on whether

they foresaw the specific entry or not.
Q. So then how did it affect their

bargaining?
A. I wasn't—
Q. Sorry.
A. Are you asking me differently? Because I

— I want to make sure I didn't misunderstand your
question.

I thought you had asked me how the entry
affected or if it did affect my assessment of the
2012 settlement as a benchmark, and I was answering
that question.

And I'm wondering if I misunderstood your
question because you seem to be asking something
different.

g. Perhaps. What I'm trying to get at is
you — you take the 2012 settlement as a suitable
benchmark. There were many companies that entered
into the business after 2012 that didn't participate
in the 2012 settlement.

I asked you whether you considered that.
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testimony on direct, Dr. Katz, where you talked
about the problem of defining revenue, the need,
therefore, for a per-subscriber floor.

In your analysis, did you consider
whether the nature of the businesses, of the three
entities that have subsequently gotten into
streaming in the manner they are now, created an

issue that you needed to consider about defining
revenue that did not exist at the time of the 2012

settlement?
THE WITNESS: So I did not think — yeah,

I didn't think of it as an issue that didn't exist
at the time of the 2012 settlement, but I thought of
it as an issue that the parties addressed with the
minimums and measurement — I just — or the
definition of revenues, took to an issue the whole

time, so I didn't think of that as a brand-new
issue.

JUDGE STRICKLER: Even though you didn'
think of it as a brand-new issue, did you consider
whether or not the minimum needed to be changed, not
the definition of the minimum, but the value of the
minimum or the percentage of revenue rate needed to
be changed or anything else within the structure
itself needed to be changed in light of the fact you
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had — that we had new entities in the marketplace
that have what has been colloquially called
ecosystems beyond simply the system of streaming of
music?

THE WITNESS: No, the level at which I
did my analysis was to take the structure of the
2012 settlement and ask how is the industry
performing under that structure, and I didn'
conduct a separate — and then concluded that it was

performing satisfactorily and then — and subject to
the one modification, that it made sense to retain
it, but I did not do an analysis of asking what
would happen if you adjusted specific rates. It was

a more global analysis of the overall package.
So I have — I have not conducted an

economic analysis, say, for one of the particular
products, should the minimum be increased.

JUDGE STRICKLER: Thank you.
BY MR. JANOWITZ:

Q. Dr. Katz, just following along on that
and trying to understand the mind-set of what the
participants in the settlement were thinking, do you
believe that the Copyright Owners were in a position
to understand the nature of the ecosystems, as Judge
Strickler refers to them and many other people as
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teim o'f ar't. N

Q. ''m sorry'interactive service ~providers. '

misspoke.
A. Okay. Now, as I sit here, I couldn'

point to articles specifically about interactive
services.

Q. 'an ydu think — :without having the
citation, can you think of one that stands out?

A. No, I'm saying I can't think of one.
Q. Okay. Can you — can you point'o'nything

else that — that would demonstrate that
this issue of~measurement of complementary goods and
services was something that was in front af the
pafticiparits to the 2012 settlement?

A. As I sit here, I can'.
Q. : Okay.

'UDGE BARNETT: Is this a good place for
us to break?

MR. JANOWITZ: Sure.
~ JUbGE BARRETT': All right. We will be at

recess until 12:04 on that clock.
MR. JANOWITZ: Oh, yes, my goodness'

I thought it was going to be a very long dhy,
Your Honor.

JUDGE BARNETT: Well, it still might.
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well, that — what the impact of those ecosystems
and the complementary goods and services that the
companies entering the field would employ'

A. I can't speak to the specific
individuals. I certainly know there are plenty of
people who would have thought of those things, and
talked to, you know, my colleagues who work on some

of these issues and network effects. And,

certainly, the issues of ecosystems and platforms,
it has been one of the — maybe the leading object
of study in industrial organization, and it has
certainly been a topic within many of the Internet
industries.

So, again, I can't speak to the
individuals, but the issues of ecosystems and how

the things fit together has been one of the big
developments in U.S. and global business of the last
decade.

Q. And — and are you aware of any studies
or articles that were written specifically with
respect to the use of complementary goods by
service — by Internet service providers prior to
2012?

A. I'm sorry, you'e asking — you'e using
the term "Internet service provider," which is a
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We'l probably have to keep it light. 12:04 On that
clock.

(Whereupon, at 12:10 p.m., a lunch recess
was taken,)
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AFTERNOON SESSION
(I:12 p,m.)

JUDGE BARNETT: Please be seated.
Because over the weekend — I don't know

this, maybe I shouldn't make it a cause and

effect — over the weekend I began sending out
missives to ask about no closures, and so over the
lunch hour I was woodshedded, sort of, to be told
that if the building is closed, we can't come in, it
is closed. That much we knew.

There are some other permutations. There
is something called liberal leave, which means

anybody who can't get in can take unscheduled leave
and anybody who can telework, can have unscheduled
telework.

There are two kinds of late. There is a

late opening, which is when the building opens late,
and there is a late arrival, which means the
building opens at the normal time but employees are
permitted to arrive late.

All of these permutations could affect
us, but for the fact that Mr. Marks has already
asked if we could start late tomorrow to accommodate

witness travel schedules and so forth. Travel could
be a problem. I was shown Weather Maps. I think it
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MR. JANOWITZ: Yes. Thank you, Your

Honor.
JUDGE BARNETT: The courtroom — the

hearing room is open, so if you get to restricted,
just let us know.

MR. JANOWITZ: I will. I will do my

best, anyway.
BY MR. JANOWITZ:

Q. Good afternoon, Dr. Katz.
A. Good afternoon.
Q. Dr. Katz, I want to continue talking

about the 2012 settlement. And I'd like to focus
right now on the calculation for standalone portable
subscriptions, mixed use.

Are you familiar with that calculation?
A. It depends on what you mean by "familiar

with the calculation." Are you asking could I
recite the numbers off the top of my head? No way.

Q. Okay.
JUDGE STRICKLER: Category or

calculation? You asked him if he was familiar.
Were you asking him—

MR. JANOWITZ: With the calculation for
standalone portable subscriptions, mixed use. Let'
put it up.
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is real now. It is not fake news. And the snow is
supposed to start in this area at about 9:00 p.m.
tonight and continue through maybe 2:00 tomorrow

afternoon. It is going to be freezing temperatures.
There might be some sleet, which would be worse than
snow.

So if you have a pen handy, please write
down this number. 202-707-0972. That's the Library
hotline. So you can figure out where we are.

There also, my tech savvy colleague tells
me there is an app for that. It is the OPM alert,
the Office of Personnel Management. They call the
shots. So the OPM alert app is reliable and

generally up-to-date.
If we have some permutations of absent

employees, we can't update our own web site, so you
can't count on us, but you could count — you can

count on the OPM alert app. And if I were a betting
woman, I'd say we'e closed tomorrow, but I can'

promise that. It is D.C. The most likely is five
inches, which is most likely closed, but we will
soldier on. We maybe have an update at 5:00, film
at 11:00.

Mr. Janowitz, I think you were

cross-examining?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

THE WITNESS: Is this in the packet you

gave me as well?
BY MR. JANOWITZ:

Q. It is in the — I think it is in the
slides, yes.

A. That's what this is?
Q. Yes. And it is also up. So whatever is

easier for you. Okay?

A. Just because these got separated, you
said -- basically standalone--

g. Standalone portable subscriptions, mixed

use.
A. Thank you.
g. We'e on the same page?
A. Yes.
g. So looking at the, what I think is

sometimes referred to as a headline rate, A, that'
10.5 percent of service revenue. And that -- that
percentage actually was the same as 2008. There was

a 2008 fixing of the royalties, and I believe that'
the same headline rate; is that correct?

A. It sounds right. I mean, if you

represent to me that it is, I don't have a reason to
doubt it.

Q Do you know if since this has been
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continued on from 2008, do you know what the basis
was for selecting 10.5 percent in 2008?

A. No.

Q. And the 10.5 percent, do you know what
the basis was then — well, withdraw that.

Was there any debate in 2012 as to that
headline rate?

A. As I recall, as I sit here, I don'
recall if I'm aware of whether there was debate on
that oz not. It would have — if I knew about it,
it would have been from conversations with Pandora
pezsonnel, and I don't recall any such
conversations.

Q. Okay. And then looking at this
calculation 1, there is a calculation and a
comparison that you have to do in which you compare
the 10.5 percent of revenue and see whether it is
greater than another calculation that takes place in
part B of this calculation, correct?

A. That's correct.
Q. And in part B you determine the lesser of

80 cents for each subscriber per month and a
21 percent of the service payment to the record
companies for sound recordings.

And there is another alternative for

680

1 the 10.5 percent of music service revenue, correct?
2 A. That'8 my understanding, yes.
3 Q. Okay. And the TCC is the prong that
4 measures the mechanical royalty pool by reference to
5 the amount that is paid to the record companies for

sound recordings, correct?
7 A. As you are using it, as I said,. I didn.'t

remember the — I have seen the acronym, but if you
9 are saying it is representing the part of the

10 formula with the 21 percent and the 17.36, yes, what
11 it is doing.
12 I I g. I Yek, I am'nd do you know how'he
13 21 percent number or the 17.36 percent number came

14 to be selected in 2008 or 2012?
15 I I IL. I SoIthel relatibnship betw'een'the two has
16 been explained to me as it was trying to make .those
17 . numbers comparable because they weze on a different
18 base because, one, there was — well, as it says,
19 when there is the pass-through, so that. is. trying. to .

20 make an adjustment so you are not essentially
21 collecting royalties on something that is just being
22 passed through.
23 . . . , And the specific number, you then asked
24 about the overall level, actually I believe I have
25 talked to somebody at Pandora about that, but as I
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that, correct, the 17.36 percent?
A. Yeah, depending on the nature of the

pass-through.
Q. Correct. So we have to calculate — and,

by the way, that 21 percent of service payment of
record company, that's known as the TCC, correct?

A. I thought the acronym was slightly
different, but it is something — I will take your
word for it.

Q. Have you heard TCCI? Does that—
A. That's what I am thinking of, but I don'

usually — I don't think of it in terms of the
acronyms.

Q. Okay. Do you know what the difference is
between the TCC and the TCCI?

A. Not based on the aczonyms.
Q. All right. Do you know on any other

basis?
A. No. If you told me what the concepts

are, I might know. I am saying I don't recognize
the acronyms, other than I have heard them.

Q. I get it. So you have to compare — you
have to, first of all, make the calculation of the
TCC, compare it to the 80 cents, see which one is
lower, pick that one, right, and then compare it to

1 sit here, I don't recall what the basis of those
2 specific numbers was beyond what I just told you.
3 Q. Okay. So you don't have an understanding
4: of'how'1:percent wan arrived at?
5 A. Not as I sit here.
6 Q. And how about the 80 cents for each
7 subscriber pez month, do you know how that was
8: arrive'd at?

A. No.

10 Q. Did you ever know?

11 A. I think, again, I may have heard some

12 'hings'bout thinking about:what its relationship
13 was with the 10.5 percent and how it would apply to
14 an average service, so I think I heard some things
15 about the relationships between those numbers.
16: : Q. All right.: And that's the best'ou can
17 do for us today?
18 A. That's correct.
19

'

Q. 'o' take'it doing this comparison
20 'etweeh tHe A'alculation and the B calculation,
21 thit under certa1.n circumstances; namely, where the
22 10.5 percent prong is lower, you believe it is
23 appropriate to measure the amount paid for
24 mechanical royalties as a percentage of the sound
25 recording payments, correct?
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A, Could you repeat that? I think I may

have misheard you. I wanted to make sure I get the
arithmetic straight.

Q. I will do my best. So under certain
circumstances, in other words, where the
10.5 percent — well, just strike that.

Under certain circumstances you believe
it is appropriate to measure the amount paid for
mechanical royalties as a percentage of the sound
recording payments, correct?

A. Yes.

Q. Okay. And do you know why this
alternative calculation was selected?

A. There was concern — my understanding is
there was concern that otherwise might not — that
applying it to the revenues, that it would get less
money than the Copyright Owners were willing to
bargain for, so they wanted to have — are you
asking why there is a minimum?

Q. Why was this calculation of the
alternative between the A calculation on the
headline rate and the B calculation, the lesser of,
why was that agreed to by the parties?

A. As I say, I think in general, and by
"general" I mean across the Subpart B and C services
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A. I am not sure I understand what you mean

by that question.
Q. Okay. How does it serve, you know, on an

economic basis to advance the calculation?
A. I mean, I guess I am still not sure. Are

you saying what's the benefit of having a greater of
formula to the parties?

Q. I will withdraw the question. Do you

agree that it provides some theoretical protection
against revenues that do not provide a fair return
to the Copyright Owners? I am talking about this
calculation on the TCC.

A. Yes, it is protection on the downside for
Copyright Owners.

Q. Okay. And looking at the 80 cent per
subscriber per month, that effectively works as a

cap on the TCC, doesn't it?
A. On the — on the TCC itself, so you are

saying within box B-
Q. Yes.
A. Yes. As it says, because it is the

lesser of, it is the lesser of.
Q. Right. Right. So you get the TCC until

you reach 80 cents, and then you are out, you don'

get any more?
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or products, there was concern that the revenue base
might result in a royalty that the Copyright Owners

considered to be too low, and so they wanted some

protection against that.
And then specifically as to the

standalone portable subscription, why they did it a

particular way, I don't recall something
specifically about that.

Q. And as for the reason for the
calculation, that's something that you are
speculating on, correct?

A. You know, my recollection is that, again,
talking to Pandora personnel, that that was one of
the reasons they were doing it, but as I say, it is
at a high level. I don't have — these specific
numbers, I don't have a basis.

Q. And apart from this conversation you had
with somebody at Pandora, do you have any other
information on how this calculation was selected?

A. I mean, you are saying in terms of what

was said or done at the negotiations?
Q. Yes.
A. Not that I recall.
Q. Okay. And do you understand the economic

basis for this calculation?
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A. That's my understanding, yes.
Q. Okay. Do you know how the 80 cent per

subscriber per month was negotiated?
A. No.

Q. If the TCC protects the Copyright Owners,

then it would appear that capping it favors the
Services, would you agree?

A. Actually, let me amend something. When I
was answering -- sorry, the use of the TCC. When I
was answering the earlier question about the
protection, I was referring to everything
collectively in box B, just to clarify that.

Now, in terms of your question, you are
asking me would Copyright Owners be better off if
box 1 were eliminated, and the only — and only box

2 remained, yes, they could potentially be better
off.

Q. Okay. Do you know if the cap, the 80

cent cap was an offset or compromise to the TCC

prong in the negotiations?
A. I don't know if it was explicitly called

out as an offset or a compromise. I mean, overall
in the negotiation, everything they are doing is a

compromise, but I don't have information specific to
that.
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Q. And do you know whet,her any other number

besides the 80 cents was proposed during t:he 2012

negotiations?
A. Not that I can recollect. Agaf.n, it may

have been something that I had a discussion with
from somebody from Pandora, but, I don't remember—
certainly as I sit here, I couldn't tell you what.

the range of numbers was, if any.
Q. And do you have an opin:ion on whether the

cap should be a different number?
A. My opinion is, as I stated, that the

collection of numbers would be reasonable for the
reasons I have stated in my report, So the 80 cents
is part of that overall conclusion,

Q. Right. But specifically have you done
anything to analyze whether 75 cents would be
better, whether 90 cents would be better, what the
impact would be of changing the 80 cents?

A. No. As I actually answered earlier in
response to a question by Judge Strickler, I have
not done separate analyses of the:individual
components. What I have done is assess the effects
of the overall package.

Q. But notwithstanding the fact that you
haven't done any analysis, you accept these numbers,
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How — about the-
About how the 50 cent mechanical floor

50 cents for each. qualified subscriber per month,
sometimes known as the mechanical-only floor,
correct?

A. Yes.

Q. You mentioned thf.s floor in your report,
as I recall, and you suggest: that i.t be removed in
the future, correct?

That is correct.
Q. ~ But ydu den't address why it is there in

the regulations that were arriv d at as a result of
the 2012 and 2008 settlements, correct?

A. I'm sorry„ can I ask one clarifying?
When you cay Why ~it (s there in the regulations, I
mean, my understanding is it: is in the regulations
beitaus4 the parties Agreed to it.

Q. Correct.
A. Are you asking me am I aware how the

parties came up with that specific thing?
Q. Yes.

The answer to that question is I'm not
awAre.

Q. And you haven't talked to anybo'dy about
that?

A.

Q
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correct?
A. Yes. My conclusion is that the ov rail

package — well, it has the benefits I have talked
about.

Q. And once you hav computed what: is called
the all-in royalty pool, that's the top half of the
calculation, you deduct the amount of performance
royalties, correct?

A. That is correct.
Q. If you are following this calculat:ion.
A. Yes.
Q. And you do that ko identify what's left

over, which would be the mechanical royalties,
correct?

A. Yes, if you find the total to be the sum

of those two, yes.
Q. So at this point after the deduction, you

have got the amount of mechanical royalties and so
you could theoretically be done, correct?

A. That's correct.
Q. Okay. But you are not done, correct, at

least not under this calculation?
A. Not for this one.
Q. Okay. So you need to make another

calculation to compare the mechanical roysilties to
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came about:.
A. Actually I believe I talked to Adam

Parness about the concept of the floor. I don'
recall di:cussing the 50 cents in part:icular, but
did discuss where the floor came from or the f.dea of
the f1~cori

Q. But, in any event, it is clear, isn't it,
that the floor protects the Copyright Owners from

being paid mechanical royalties that are
unreasonably low 'or nonexistent, correct?

A. You are reading . everal things in, with
the unreasonably low and non-exist — it is
certainly the case that the mechanical royaltj.es
calculatecl by this couldn't fal.l below 50 cents.

Q. Right. And so there was an assumption',
there is ein assumption that this is for the
protection of the Copyright Owners, correct?

A. You used the word "protection." It:
certainly is my understanding that that clause was

put in because the Copyright Owners sought to have
it. And i.t would be the case that if the only thing
you did, i.f you held everything else fixed'nd you

removed it,, you would potent.ially have lower
royalties. So in that sense it is prof ecting them.

JUDGE STRICKLER: Excuse me„ counsel.
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Dr. Katz, you have testified as counsel
has taken you through each of the elements of the
2012 settlement rate that you were unaware of how

the particular number was arrived at in
negotiations,

Did you attempt to find out how they were
arrived at in the course of doing your expert work

in this proceeding?
THE WITNESS: No. I mean, I did ask some

questions about negotiations and the particulars you
heard about, the floor, to understand why it was

there, but my overall approach, again, has been just
ask the question and we take this as a benchmark.
Is it reasonable to take the structure? And I
didn't seek to try to fine-tune the breakout to
different parts.

JUDGE STRICKLER: Did you think it was

important to do a breakout of the individual parts
and find out why they were set at the levels they
were?

THE WITNESS: No. I mean, if it could be
done easily and get out, so to have the information,
it could potentially be useful but, again, in trying
to rely on the benchmark, I am trying to say, okay,
well, the industry decided this, let me ask, is it
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A. That is correct.
Q. And potentially that could be disruptive

to the publishers; isn't that right?
A. If by disruptive you mean that they could

get less revenue, that's correct.
g. Okay. And if we look up to the part 1 of

the calculation, we see what you referred to as a

minimum before, we'e making the distinction between
minimums and the floor, right?

A. That is correct.
O. And you have referred to the minimum and

we see the minimum there, which is capped, right, at
80 cents, but the 50 cent mechanical-only floor
provides an additional layer of protection to the
Copyright Owners, correct?

A. Yes, in the sense that I talked about
before, yes.

Q. And it protects them from the performance
royalties eating into the total payments such that
the mechanical royalties are less than the 50 cent
per subscription per month amount, correct?

A. Yes, I will accept that as a mathematical
statement, yes.

g. So the regulation protects the Copyright
Owners at least in some situations from a rise in
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working overall?
And I thought it would be beyond my

expertise to start analyzing the effects of each of
the individual components separately but—

JUDGE STRICKLER: Is it fair to say then
that you treated it as you would treat any other
benchmark that you considered to be a market
benchmark, in the sense that you didn't want to
analyze the particulars but just try to figure out
how the particulars applied?

THE WITNESS: Well, I, mean, I did do

some analyzing the particulars, given the end
concluded the point about the floor itself, but I
was largely relying on this is what the industry has
done and take it at a high level, so I didn't get
into most of the particulars.

And, yeah, I guess in some sense, that'
what I would tend to do with any benchmark. That'
why I am using it as a benchmark to avoid having to
model things and build it from the ground up.

JUDGE STRICKLER: Thank you.
BY MR. JANOWITK:

9. Dr. Katz, you are proposing on changing
the 50 percent — the 50 cent mechanical-only floor,
correct?
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the performance royalties eating into the
mechanicals, correct?

A. Yes. My only hesitation is when you are
saying protects, because it extends the same people
getting the mechanicals and performance royalties,
the total is staying the same, but I agree that it
keeps the number that is calculated as a mechanical
royalty from falling below that level.

Q. Well, if the performance royalties were

high enough they could reduce the mechanical
royalties to next to nothing or nothing, correct?

A. Yeah, I guess under this formula, they go

high enough -- well, to think about the lesser part
but, overall, yes, they could push it down.

Q. So let's look at part 3 of the
calculation. You need to divide the total royalties
by the number of plays. That gives you the
royalties per play, correct?

A. Yes.

g. And royalties per play is a measure of
revenue by usage, isn't it?

A. Yes, it is a measure of usage.
g. Okay. So as a result of these

calculations, if I write a song and I get a million
plays, and you write a song and you get only 100,000
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plays on the same service duricig the same month, I
will get ten times the amount that you will get
because my song was listened to more, correct?

A. I believe that's correct.
Q. And that's fair, isn't:Lt?
A. It certainly is consistent, I think, with

what you could see coming out of an effect:ively
competitive market, so in that sense it is fair.
Again, we have talked about there are different
perceptions of fairness, but I wou'.I.dn't say it is
unfair based on the notion of fairness that I put.
forth.

Q. All right. And the bas:i.s for t:his is the
more my song is played, the more I get, ri.ght?

A. Yes. I mean, it is your hypothetical,
yes.

Q. Yes. And the payments under this
calculation should increase in direct proportion to
the usage, correct?

A. In this calculation, that's what happens,
correct.

Q. Okay. Now, I understand from your
earlier testimony that the sett.lement provides a

benchmark that meets the object. ives of 801(b)(1),
correct?
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t4R. MARKS: Thank you.
BY MR. JANOWIITZ:'.

Okay. So what you are look:ing at is a

slide that: shows the mechani.cal royalty — royalties
per play as of Decem)acr 2015, and it shows that data
for seven interactive services, Deezer, Apple,,
Amazon, TiDAL, Rhapsbdy, Spotify-

A. I'm sorry, can I interrupt? When you say
this is D4.cember i2015 or that is December 15th of
the year?

Q. I do riot believe it is December 15t:h.

A. It is December of the year 2015?

Q. Correct.
Okay. Thank you.

Q. Sure. And you can see by looking at this
that a stream on Deezer is worth almost ten streams
on Spotify ad-supporited, correct?

A. Yes.

Q. Yes, you agree wii.th that:?
A. Yes, I ag.'cee with that.
Q. Okay. So the same song can be played

about ten times on Spotify ad-supported to generate
thi'. same royalty as one play on Deezer, correct?

A. That's correct.
Q. I am cloing to show you another slide also
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A. Yes.

Q. And the second objective is to afford the
copyright owner a fair return f: or his or her
creative work and the copyright user a fa:ir income,
correct?

A. Yes.

Q. I am going to refer to a slide,, but it: is
restricted, so I think perhaps the easiesi thing is
for everybody, if that's okay, Your Honors, to look
at it on the paper.

JUDGE BARNETT: Certainly.
t4R. JANOWITZ: That way we don't have to

clear the courtroom.
JUDGE BARNETT: I think we can do that:.

BY MR. JANOWITZ:

Q. And you have it there, correct? It i:
the slide called t4echanical Royalty Per P!Lay?

A. Yes. Sorry, I was just reorganizing.
Somehow demonstrative 9 got mixed with demonstrative
1. Yes, I have that.

Q. We can help you with it if it got messed

up.
MR. MARKS: This is demonstrat:i.ve 2? I

want to make sure we'e on the right page'?
MR. JANONITZ: It is.
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restricted. This is demonstrative 3. And th:Ls is a

sl:i.de that was ac:tually prepared by Spotify's
experti, Dr. Lesliie Marx.

And this slide shows that the mechanical
royalties for play on a weighted basis, weighted by
Dr. Marx, has declined by a.'I.most 50 percent between
20.'12 and 2015 at a time that the amount of streaming
has increased dramatltcally, correct?

'R'. t4ARKS': Object to the question.
THE WITNESS: You are a: king me if the

figure shows that:?
JUDGE BARNETT: Excuse me.

THE WITNESS: I'm sorry.
JUDGE BARIUETT: What is the basis of the

objection?
MR. MARKSi: Nell, I don't believe that

t4rL Janowitz has 'accitrately described what th:.s
chart 'depi.cts, which is not — which is not weighted
basis across all services, but, rather, is on.l.y a

select number of services, so I don't Chink it is
fair to question the witness about thi,s.

JUDGE BARIUET'I: Okay. Did you want to
respond, Mr. Janowitz?

MRI. JANOW'LTZ: Well, this is based on

data from Harry Fox. It is a select number, but it
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is a number. It was not selected for the purpose of
adverse selection to show a particular result.

MR. MARKS: This isn't his chart. I
think it is beyond the scope of his direct
examination. And we don't even know, the record is
not clear on which Services are in, which Services
are out. I don't think it is particularly
meaningful or a fair game for this witness.

MR. JANOWITE: You know, I don't really
need the chart.

MR. MARKS: Okay.
JUDGE BARNETT: Thank you.

BY MR. JANOWITK:

Q. You have been studying this area now for
some time, correct?

A, Yes, I have, that's correct.
Q, And you have done, for example, that

calculation showing that the effective per play rate
has declined?

A. There have been a lot of those
calculations going around, but—

Q. You are familiar—
A. I believe that's right, that overall look

at the industry average to the effective per play
rates have been declining.
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And that level of engagement could well
go down as we start having more and more people
stream, in which case you could see the trend
reverse. So I just don't see a tight linkage
between overall amount of streaming and what you are
talking about, but in that sense, as I said, I am

not surprised if it happened.
Q. But you are not surprised to see that the

mechanical royalties per play are declining at the
same time as the streaming activity is increasing?

A. No. In fact, there is a sense in which

they could be related, not that the one has to drive
the other, but the other way around is the extent to
which consumers are seeing that streaming is more

and more attractive because in terms of economics,
working our way down the demand curve and trying to
expand the market, you could then see that the
average revenue per play would be falling, And

given it is a percentage of revenue of royalty, you
then would see the royalty per play also falling.

Q. Right.
A. So there is — so I just want to be clear

about the linkages because there are a lot of
different possible ones. So there could be

something where these have the same cause, which is
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Q, So do you have any doubt that the
mechanical royalties per play have been declining?

A, In terms of — you are saying in terms of
the industry averages?

Q. Yes.
A. No, my understanding is that's what'

happened, and that', I believe, what my calculation
showed.

Q. Right. And given the amount of the
increase in streaming, it wouldn't surprise you to
learn that that's a pretty severe decline in the per
— in the royalties per play, would it?

A. I mean, it wouldn't surprise me because I
don't think there is much of a relationship in terms
of what you just talked about. There is no reason
— you could have a dramatic increase in streaming
and have the opposite happen, so it doesn't surprise
me because I think they are unrelated, largely.

Q. I'm sorry, I didn't hear the rest.
A. I think they are largely unrelated. I

mean, you have more people streaming. My

understanding is what is driving these trends is not
the total amount of streaming, but it is the
intensity or the level of engagement of consumers
who are streaming.
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the industry is figuring out how to bring more

consumers in at lower prices and then that has this
effect.

Q. But just the math would lead you to
conclude that given the number of streams that are
— that we have got going up, and the fact that we

have got — I'm sorry.
Given the fact that the number of streams

are going up, it doesn't surprise you to see the
royalties per play decline?

A. Again, what it is driving at, though, is
not the streams overall but it is a question of the
streams per subscriber,

Q. Yes, I am actually not asking you for the
causal relation, just the—

A. Again, if you want to say — so, yes, it
wouldn't surprise me if it went up and

mathematically it wouldn't surprise me if it went
down,

Q. Is it your understanding that it has been
going down?

A, Yes.

Q, And taking a look at demonstrative 4,
this may not be restricted but it is safer probably
to look at it in the paper anyway.
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JUDGE BARNETT: Okay. Thank you.
BY NR. JANOWIT2:

g. Do you see a chart showing the increase
in streaming activity roughly 2012 to the present,
correct?

A. I guess that's what it says. I don'
know exactly what it is measuring, but it says
streaming activity on it.

g. Okay. And this is a sharp incline in
streaming activity, correct?

A. There are certainly times in which one
could characterize it that way, yes.

g. Okay. And does this conflict with
anything you know about what is actually happening
with regard to streaming?

A. No, not at the level — I mean, I can'
read the numbers, but in terms of broad trend, it is
consistent.

g. Seems right, okay.
And despite more streaming and,

therefore, greater usage, the payments to the
Copyright Owners are not increasing proportionately,
are they?

A. Proportionately to what?

g. Proportionately to the increase in
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going to rise when your songs go up.
g. They are going to rise but they are not

going to rise in direct proportion to the streaming,
are they?

A. Well, actually, I think from the point of
view of an individual songwriter out to a ~lot~ of ~

decimal places, I think maybe I am wrong, ibuti I
think it does rise in proportion to your streamipg.
Yeah, I am actually sure of that.

Because if you go back to your
calculation, you take the royalty pool, divide by
the total number of streams, and that's going'o'iveyou that per play amount that is using -~ itis'he

mechanism for allocating the pool among

songwriters. And I suspect for all but maybe there
are very few, if any, songwriters, so that their 'umberiofisonigs actually changes that 'calculation,
so it is rising proportionately.

Q. I think you are talking about it as the
calculation under the standalone portable
subscription 'calculation. Is t'hat'right?

A. No, it is any of the calculations. If in
the end there is a royalty pool and then it is
divided by the total number of plays to get an
amount per pl'ay, that amount from the perspective of
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streaming.
A. I mean where you are measuring streaming

by physical numbers of streams?
g. Correct.
A. In that case it is not rising

proportionately.
9. Okay. So the proposition that we

established before when we looked at the
distribution of revenues under Subpart B of the more
the song is played, the more I get paid, that's not
at work here, is it?

A. I mean overall-
g. With respect to streaming?
A. No, it is still at work there because in

terms of if you have, in your example before showed
if you had two songwriters and one song was played
ten times as much, that person would be getting ten
times the royalties the other one would. So there
is an element of that.

Q. Yes. But if respect to if I am a
songwriter and my song is being streamed ten times
as much, my revenues are not going to rise
proportionately, correct?

A. Well, no. You are going to get an
increased share of the pool, so your revenues are
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any given songwriters is essentially a constant at
that point, so then it is going to scale
proportionately with the number of plays.

Q. If I were a songwriter getting royalties
based on streaming three years ago, and I had the
same number of streams now, would I be getting the
same revenues, on, the, same song,, all else being
equal?

A. Ny guess is you would be getting less
now.

g. Okay. Now, do you see the decoupling of
usage for payment as a positive feature, don't you,
in the context of this proceeding?

A. When you say usage for payment, you are
talking about in terms of what is happening with ithei
retai1 prices? Are 'you asking do I think that
all-you-can-eat pricing has benefits for the 'ndustry,yes. I mean, part of it is, when you say
usage, exactly what you mean, because I am

testifying, and so have some of your economic'xperts,

there is the option value, which you can

think is part of the usage of the service, if you
want to use it that way and then the actual
consumption.

9. All-you-can-eat pricing does not provide
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an increase in payments to the Copyright Owners

proportionate to the amount of use, correct?
A. If you are saying you have more

subscribers and that's how use is changing and you

are keeping the subscription rate, then it is
proportionate. If you are talking about a change
holding fixed the number of subscribers but changing
the intensity or degree of engagement--

Q. Correct, that's what I am talking about.
A. Then in that case it would not rise

proportionally.
Q. And you say in paragraph 35 of your

rebuttal report that the revenue base structures
facilitate retail pricing "because the service does
not pay additional royalties solely because a user
has listened to more streams."

And that's your position, correct?
A. I am wondering if I can see my rebuttal

report, because it is 170 some pages, and I did not
review my rebuttal report preparing for today
because I had not anticipated being asked questions
about rebuttal.

Q. Would you accept a representation?
A. Sorry to be peevish but just given some

of the—
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Q. I am not giving you a hypothetical. I am

asking you whether that fact was something that you

considered in your opinion and how you took it into
account, if you did?

A. I am saying it is something I took into
account but if you are asking me did it make any
difference—

Q. Yes.
A. When you talk about difference, then you

have to have a basis of comparison. I mean, that'
a logical thing.

Q. I agree, But you would have the basis,
not me.

A. No, and I am saying if I had seen
something very different, conceivably I could have

reached a different conclusion, but I saw what I saw

and I built my analysis on that.
Q, Do you have an opinion on whether

interactive streaming is a substitute for other
types of consumption of music, such as CDs and PDDs'?

A. My belief is, my opinion at the aggregate
level is that it is a substitute.

JUDGE STRICKLER."You say it is a
substitute'?

THE WITNESS: Is a substitute.
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Q. That's okay. Why don't we — rather than
take the time, let's move on.

Now by 2015, three years after the
settlement of 2012, mechanical royalties from
interactive streaming amounted to less than
2.7 percent of total music publishing revenues,
correct?

A. That sounds right. I mean, I gave a

number. It may be what you are reading from the
number in my report.

Q. That's the number you gave.
A. Yes, based on NMPA data.
Q. Did you consider the fact that the amount

of revenues from interactive streaming in 2012 and
for years thereafter was insignificant compared to
the total publisher royalties in deciding the
suitability of the 2012 settlement as a benchmark?

A. I mean, the pattern is something I took
into account. It is something I thought about. I
don't know what to say beyond that,

Q. Did it have any impact on your opinion?
A. Well, to answer that question, you have

to say relative to what? I mean, had there been a

different pattern, I might have had a different
opinion.
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BY MR. JANOWITK:

Q. When you say on an aggregate level, what
do you mean by that?

A. Well, one of the things that has come up
is, and as made reference to the paper before by
Aguiar and Professor Waldfogel is that when they did
their econometric analysis, they actually got
different answers to that question depending on

whether they were looking sort of song by song and

getting the questions about whether having songs
being streamed had a promotional effect.

And, again, taking back to something you
have heard a lot of in Web IV, saying like
terrestrial radio is said to have. And I think
there their econometrics suggested it was

promotional.
But when they did their aggregate

analysis, which I think is the more appropriate one

here, they concluded that they'e substitutes. And

that's how I was answering the question, and my

belief just generally is that at a broad level that
they are substitutes.

Q. But I take it what you are saying is that
the Aguiar and Waldfogel analysis also considered
the possibility and looked at data that suggested
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that the stream was actually promotional and not
substitution?

A. That's right. When they did their, I
think they called it their song level analysis, they
found that, the econometrics.

Q. And did you look at that song level
analysis?

A. I mean, I took it into account. And the
thing is that the song leve.'L analysis would suggest
then that the opportunity cost is very low or even
negative because zf it is promotional, then it is
saying that the publishers and songwriter., are
benefitting from it.

So I took it into account, but they
expressed doubts themselves. And I took the more
conservative approach of saying let me assume that
it is a substitute and that there is some

opportunity cost.
g. Why is the subst:Ltutional approach more

conservative?
A. Well, when I say conservative, more

conservative in the sense that it is a more
favorable assumption to take in terms of i.ts
implications for having a higher royalty -- if it
were promotional, I think that would counsel towards
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specifically saying I'm worried about that, but I
have to say I would be quite surprised and~ at ~some

level disappointed in them, if they didn't think of
that.

g. Th:i.s is purely speculation on your part,
correct?

A. Yeah, Well, I would say as an expert, it
is a statement about that it. would be economically
rational for them to take that:into account, and
that information about that would have been
available to them at the time, which should hkve led
them to conclude that: that »as a possibility.

g. Do you know what information was

available to them at the tirre?
A. So based on looking at trade press and
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streaming, it was wide -- held by a lot of opinions
that streaming was going to be the next: big thing
and it was going to be important in the future. So

I understand that at that high level.
Q. Is there anything in your written direbt

report that is cited to indi.cate contemporaneously
as of 2012 what people were say:ing about the impact
of substitution?

A. You asked if it was mentioned

16 Ini.ernet, I mean, there was a view at the time that
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having a lower royalty rate.
So by assuming that it zs not

promotional, that actually tends to pushing them

having a higher royalty rate than otherwise. I took
that to be conservative given that I have been
retained by the licensees, rather than the
licensors.

Q. So you mean conservative from your
perspective, not from the Aguiar and Waldfogel
perspective?

A. That's right, conservative from given
that they were saying — well, some of it says that
it is promotional and some not. I said let me take
the assumption that gives r:ise to lower royalty
rates and take that as the »rorking assumption.

Q. Do you know whether the participants to
the 2012 settlement conside:zed the issue of
substitution?

A. I have not heard from them. I would be
extremely surprised that they didn', given that
certainly people in the industry have been worried
— and partly I think they saw from the ri.se of
downloads — that they have a history of new:formats
coming in and replacing old ones, but I don't know

if somebody — I have not heard from anyone
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21 Q. Okay. Do you know whether given the
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small amount of interactive streaming in 2012, the
participants to the settlement had adequate data to
calculate a rate of substitution?

A. I don't know whether they had adequate

incidentally. And as I sit here, I don't recall
anything cited that would be in that category.

Q. Do you know whether the participants tu
the 2012 settlement considered that the rates under
Subpart B were satisfactory given substitution?

A. From reveal preference, they would have
concluded it was satisfactory enough that they
agreed to the settlement, but I don't have access to
their specific thinking about it.

Q. And specifically you don't know~ whether
they were considering substitution when they
aplirovbd the tates, correct?

A. That's right. I don't know what was in
their heads when they were doing it.

Q. Right. Do you know what the rate df
substitution was in 2012?

A. I just need a minute to think about the
data. No, there are some of the — just give me a

minute to think about: the timing. I think the
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data or not.
Q. Okay. Given that streaming today

involves billions of streams, it is important to get
that rate of substitution right, assuming it exists,
because it will be multiplied by very large numbers,
correct?

A. If you are asking me does the royalty
rate matter, given there is a lot of streaming, the
answer is yes.

Q. Okay. So if you were thinking about this
in 2012, you would have had at hand very little data
to do this piece of analysis, correct?

A. It depends on your characterization of
"very little data." Particular private parties
might actually have — they might have a lot of data
actually on what was happening to downloads and CD

sales, and if you were saying the aggregate amount

of streaming is low, that I would agree with, but
that's a different question than the amount of data.

So I am not sure how much data or how

detailed data they would have access to, with
respect to streaming.

Q. I am talking about data on streaming. I
am not talking about data on the change in the video
business or the change in CDs or anything else. I

716

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

means you don't have very much data. It is a more

complicated question than that, what it means,
whether you have enough data because it also depends
on the nature of the data themselves.

JUDGE STRICKLER: Excuse me, counsel.
Just apropos to this discussion about substitution,
potential substitution, the Aguiar and Waldfogel
study that you referenced, page 82 of your direct
testimony, was -- apparently has a working paper
dated 2015, and it was apparently published in 2016.

Do you know what time period was covered
by the data they analyzed?

THE WITNESS: So they looked over — I
tried to do this from memory — over some different
time periods. They had what they considered to be
better data for the U.S., I think for 2013 to 2015.
So their preferred specification and the one that
gives rise to the 137 — 147 number--

JUDGE STRICKLER: 137.
THE WITNESS: 137 number, I think that is

2013-2015. Whatever it is, it was a smaller time
period than the full set of data they had.

JUDGE STRICKLER: But you recall that it
was after the 2012 settlement period?

THE WITNESS: Yes, it is more recent.
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am talking about data on the streaming business.
A. I'm sorry, I thought you were asking

about substitution. Maybe I misunderstood you.
Q. Yes.
A. Well, in substitution you have to

substitute something for something else. So that'
why I was answering your question about if you are
going to look at the substitution and the amounts of
data you need, at some level the amounts of data
also were substitutes because you have — if you
have a very good understanding of what is happening
to CD sales and digital downloads and things like
that, that will help you get a better understanding
of the effects of the streaming.

And it is potentially the case that there
could be a small amount of streaming that you had
the right data and you had detailed data enough on

your sales that, in fact, you could get a good idea
of substitution.

Q. And that's — I'm sorry. I didn't mean

to cut you off.
A. I guess what I am disagreeing with, I

think is implicit in your question is the notion
that if there is only hundreds of millions of
streams or something and not billions, that that
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That's earlier when I was pausing trying to
remember, when I was asked did I have anything about
2012, I was trying to remember their data went early
enough. And it may be that some of their data do

overlap with 2012, but their preferred
specification, in my recollection, is certainly-
it started after 2012 and certainly the period
finished after 2012.

JUDGE STRICKLER: Thank you.
BY MR. JANOWITZ:

Q. Dr. Katz, the Waldfogel and Aguiar paper,
that was a working paper?

A. My understanding is it was a paper
commissioned by the European Commission and put out
in a series of theirs, and I guess we call it a

working paper.
Q. That's what they called it, isn't it?
A. I don't recall, but something like it. I

just don't remember the name they had on it.
Q. And they said in the paper that it wasn'

a complete, completed study, didn't they?
A. My recollection is they said there was

more work to do, which is pretty much always true
with econometric stuff.

Q. And when you have a working paper, is it
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in a peer-reviewed journal?
A. No, not — the worki.ng paper itself is

not a peer-reviewed journal.
Q. Tell me what a peer review means in this

context?
A. Well, I assume you are asking about

peer-reviewed journal, you are ask:ing about academic
journals where authors would submit a paper in hopes
of publication. And then it would be reviewed by
other experts in the field to determine whether i.t
merited publication.

Q. So it didn't go — this Waldfogel or
Aguiar paper didn't go through that process,
correct'?

A. Not in an academic journal. And I don'
know, to anticipate your next question, whether or
not there was some sort of internal peer review at
the series or whatever, the working paper series
they used, but it certainly, as far as I know,
didn't go through an academic journal peer revie»&.

Q. And when the paper was published, were

you aware of its existence?
A. Yeah, I don't recall seeing the published

version of that paper. I think: the ones I have
reviewed have been the working paper version.
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substituting the streaming service for piracy.
i I just want to be careful when you say it

wouldn't be a substitute because that's a property
of the good, it could well be a substitute for other
things at the same time people were sw:itching but-
the act —.

Q. I am talking about the act of
substitution.

A. The act, I agree with you,
Q. And do you think that participants in the

2012 settlement considered t:he issue of what was

being substituted for what, in other words, what
alternatives there were to .treaming and what the
impact on streaming would have with respect to each
one of those alternatives?

!A. ! Again,~ I have not interviewed or read
interviews with the people i.nvolved in that, so I
don't know what they were thinking. You know,, in
terms of what wou!Id be economically rational, they
should have been thinking about those things, but I
can't !rule out that they'ere economically
irrational.

Q. Was piracy still an issue in 2012, 2011,
2012?

A. Yeah, I believe it remains an issue

720 722

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q. And did you — have you seen that paper
prior to your being engaged in this proceeding?

A. I am not sure because, I mean, I know

Joel and I have read his work. And I have been
interested in seeing him give seminars, so I don'
know if I have seen that before or not. I certai.nly
had not read it with the care I have read since
then, but I might or might not have seen zt.

Q. Doesn't the rate of substitution depend
on what other forms of consumption a consumer is
foregoing?

A. I am not sure what you mean by — I mean,
the rate would specify — I am not sure I underst:and
your question.

Q. Let me try it again.
A. You would say the rate at which I

substitute A for B, would depend on A and B both.
Q. Exactly. In other words, if a consumer

used to listen to only pirated mus:ic and now list:ens
to an interactive streaming service, that would not
be a substitute for CDs or PDDs, correct?

A. You are saying -- if you are asking would
that be an active substitute — if you amend it t;hat
way, that would not be the active substituting for
that. It would be what you are saying, you are
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today.'.
So is it possible that t.he participants

to the settlement. thought that the principal impact
of streaming t&ould bI. to reduce piracy and increase
the pie of music revenues?

A. Actually I think that has -- you actually
showed data, I think that view is poss:ible, because
it turns out to be that is what was true, it has
increased the pie.

Q. And you know that: it has increased the
pie how?

A. I )nels lboking at the data and that it
stabilized indust.ry revenue.'and that if you ask
industry sources or look at -- see what people said,
streaming has been the thing that has generated the
increase in revenues„ and then if you look at Aguiar
and Waldfogel, or!e of the things they say there is
streaming'n additibn to di.splacing music sales, is
also displacing piracy, so you are going from a

situation where Copyright Owners are getting no

royalties to one where they are get.ting royalties.
So there are several different sources,

bu& I think streaming is widely att.ributed with
being responsible fo'r staunching the erosion of
revenues.
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Q. Nell, you have used two words. You said
stabilizing the revenues and staunching the erosion
of revenues. How did that actually increase the
pie, increase the amount of revenues?

A. Stopping the decline, in the perspective
of economists or from arithmetic, if you are
stopping something from declining, it then means as

a result of that, it is at a higher level than it
otherwise would have. Then you are responsible for
that difference or the delta is an increase.

It is also the case, I believe, in the
last couple of years, it has not just stopped the
decline, but has actually reversed it so there has
been an increase.

Q. Do you know what that increase is?
A. I think I report it in my report, but it

1s
Q, When you talk about the delta of decline

that it is preventing, how do you measure that delta
of decline?

A. Well, conceptually you are asking the
question what would have happened absent streaming,
and it is trying to project the trends. And there
is obviously risks in trying to project trends, but
project how much the downward trend would continue
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taking people away from piracy because it is a

better alternative. And that could actually shift
over time, as the set of streaming and offerings
changes and brings in different types of consumers.

Q. And do you know whether Aguiar and

Waldfogel took that into account in their paper?
A. I don't recall their doing something in

terms of the econometrics. They may have discussed
it. I just can't remember as I sit here whether

they talked about that possibility.
Q. And have you done such a study yourself?
A. To look at changes in -- no, I have not.
Q. Okay. And if you were negotiating the

2012 settlement, you would want to consider as best
you could the impact of an increase in scale,
wouldn't you?

A. When you say, again, meaning—
Q, More streaming.
A. And, I mean, in general, I would want to

form some sort of view of the future and what 1

thought was going to happen with streaming, and it
would, might help me think about, the future of my

industry and my bargaining positions, so yes.
Q. And one of the reasons you think about

that, if you had thought about this issue in 2012,
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in the other sales or, I'm sorry, the other formats,
and then you are asking how much is it different
than that.

Q. Have you done that?
A. And sort of quantitative assessment? No,

I have not.
Q. Do you think that the rate of

substitution might change with scale, in other
words, the amount of streaming?

A. Let me make sure I understand the use of
scale. So you are not asking — you are asking as
more and more people engage in streaming and we

bring new consumers in — I'm sorry, I apologize.
You asked what would change? It just slipped my

mind. It is my fault. I'm sorry.
Q. That's all right.

I am asking whether the rate of
substitution—

A. Okay, yeah, so the rate of substitution
could change as you bring new consumers into the
market. And in particular you might think if you

start bringing in — if you bring out new services,
for example, that have lower prices than past
services and are getting more and more attractive,
you might think that increasingly I am going to be
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was how it would affect substitution, correct?
A. Yes. And to take it back to something we

were talking about earlier this morning, the rate of
substitution would factor into thinking about
opportunity costs. So it is something you would

think about, if you were economically rational, you

would think about it.
Q. But in 2012 you wouldn't know, would you,

how much would be streamed in 2016, even by order of
magnitude, correct?

A. If you are asking if I would know, I

doubt if I would know. If you are asking what did
the people who were industry experts at the time,
how correct or how far off they are, I haven't done

any sort of assessment of overall how well people
did in predicting.

Q. So in 2012 there were at least two

variables that were unknown, the rate of
substitution and the future levels of streaming,
correct?

A. No, the rate — I don't know if it is
correct about the rate of substitution was unknown

because as we talked about, I don't know what access
to data they have. They may well have had a sense
in 2012 of what the industry participants thought
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the rate of the substitution is. I don't know.

Q. And the basic answer is I don': know,

correct?
A. That's correct.
g. You don't have any information„ And yet

you think that the entry into the field after the
settlement in 2012 of companies that today account
for over 95 percent of interactive streaming doe:
not affect the suitability of the 2012 settlement. as
a benchmark; is that right?

A. Again, if what you mean by does not
affect the suitability is that I took that: factor
into account and having seen that concluded that the
2012 settlement, subject to moclification, is an
appropriate benchmark, yeah, that's true, but, I
mean, again, there were changes. I took them into
account but the bottom line is I have conclud d it
an appropriate benchmark.

Q. Okay. In your deposition you considered
the issue of substitution as between interactive
streaming and CDs, correct?

A. The topic may have come up in my

deposition, sure.
g. I believe you testified that in

considering the rate of substitution, you had to
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up and one went down„ that by itself is not going to
be enough.

g. Let's talk a little .'bit about rate
structure.

At page 59 of your direct report you
address rate,structure. And you conclude that: "t4y

analysis has .identif:i.ed no changes in industry
conditions si.nce then" — meani:ng 2012 -- "that
would require changing the fundamental structure of
the percentag -of-revenue prong," is that correct?

This is paragraph 80? Anyway, that:
sounds right.

Q, Ye,s, it is paragraph 80. Now in 2012

Spctify had just entered the U.S. market, correct?
A. In 2012? I think they had come the

previous year.
Q. Yeah, but sort of later in the previous

year. And the other Services represented here,
Amazon, Pdndolra, Apple, and Google had no

inferabtike olffefings, correct?

1 that streaming was a substitute for CDs and PDDs

2 unless you can establish who switched and why,,

correct?
A. Yeah, if you just: said -- if you just

5 to.'I.d me those first two numbers, you said one went
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consider not only what you were substituting in, but
also what you were switching from?

A. That's a statement I agree with.
Q, So as I understand your testimony, in

trying to establish this rate of substitution, you
need to know whether a consumer of interactive
streaming used to listen to CDs or radio or perhaps
nothing at all before you can calculate a
substitution ratio; is that correct?

A. Well, what you need to know is how the-
you don't actually need to know the basis — you
need to know what the change is in those different
formats, the different forms of music consumption,
you need to know how those changed.

Q. So you are basically agreeing with my

question, correct?
A. Subject to — I vrill agree with you in

the broad level of English. In terms of
technically, I don't think I am, but, yes, in the
broad English usage, I will agree with you.

Q. I don't speak technical, I only speak
English.

In other words, if aggregate revenues of
CDs and PDDs go down and aggregate revenues of
streaming go by up the same amount„ you can't say

A. When you represented here, you mean in
th:is proceeding?

Yet.
When you are saying they had no

representatives at--
6 Q. No, I'm sorry. Let me oIo it again
7 A. Okay.

8 ~ ~ ~Q. ~ What It was saying was that these
interactive services who are represented in this
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proceeding, Amazon, Pandora, Apple, and Google, they
had no interactive offering: at the time of the 2012

settlement:, correct? Say, Spot.ify, we understand
with Spoti.fy.

No, I understand. I am trying to think
again with be.ing multi-servi.ce companies, but I
don't think so.

Q. Okay. Now, when you talk about'he
structure of the royalty you note that the judges in
Web IV rejected calls to adopt a percentage of
revenue structure, and you cite Web IV in footnote

25 That's from your report, right?

21 121 of your report as follows: Do we have a :lid
22 with this'Percent of revenue rate would create
23 un&!ertainty and controversy regarding the definition
24 i anrtk alilocation of revenue."
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A. That's correct.
Q. And, in fact, in Web IV the Court adopted

a royalty for non-interactive streaming on a

per-play basis, not on a percent-of-revenue basis,
correct?

A. That is correct.
Q. And that solution and rationale accorded

in Web IV, could also be applied here, couldn't it?
A. Actually if it is feasible, yes, I

believe it is.
Q. Okay. But you don't adopt that analysis,

you don't follow that analysis and the concerns
expressed by the CRB in Web IV because, as you say,
the situation here is markedly different in critical
respects, correct?

A. That's correct.
Q. And you say that the key difference is

that there exists an industry-wide settlement whose

signature has been successfully adopted by the
industry participants, correct?

A. I didn't see where I said that, but,
yeah, I agree with those words. I said those words.

Q. You said those words. And you didn't say
anything else, you said that's the key difference,
correct?
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Again, if we'e going to parse words, I
said it was perhaps the key factor. Clearly I
thought it was an important one, but I didn't think
it was the only one.

Q. Right. But you thought it was the most

important one, otherwise presumably you would have

put the others in the paragraph, correct?
Not necessarily because it depends on the

exposition. Look, I think the sentence stands for
itself. I said perhaps it is the key difference and

it is the one I identified first.
Q. Okay. I agree with that.

So let's look at successful adoption.
Now, obviously the Copyright Owners are not in
agreement with continuing the settlement, correct?

A. That's my understanding of why we'e
here, yes.

Q. So in that sense it has—
A. Actually, I should take that back. It is

actually not true because we'e here. You actually
might think it is good, as a logical matter,
Copyright Owners might love it and the problem is
the Services, but my understanding is the Copyright
Owners are not happy with the 2012 settlement.

Q. Do you have any information to suggest
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A. Actually, if you are going to parse the
exact words, could you point to where in your—

Q. Sure.
MR. HARRIS: 81.

BY MR. JANOWIT2:

Q. So let's look at paragraph 81 of your
written direct report. First you identify the
decision in Web IV at the beginning. Then you say,
"The situation in the present proceeding is markedly
different in critical respects."

Then you say, "perhaps the key difference
is that there exists an industry-wide settlement
whose structure has been successfully adopted by
industry participants." Correct?

A. Yes.

Q. You don't say any other reason that you
should draw a distinction between what was done in
Web IV and in this proceeding, correct'?

A. That's incorrect.
Q. Okay. Show me where you say something

else.
A. Paragraph or footnote 125.

Q. Okay. But obviously you made the
determination that what you said in paragraph 81 was

the key factor, correct?
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that the Copyright Owners love it?
A. No, that's what I just said but as a

logical matter, we could have been in, even if you
did, but the fact is you don', as I understand.

Q. But here reality trumps logic, correct?
A. Actually I don't agree with that

statement, but they are both relevant.
Q. By "here" I mean Washington, D.C.

A. The reality in Washington are completely
in line with each other. But they are both
consistent with each other.

Q. Now, I notice — let's go back to
paragraphs 81 and 82. Practically in the next
sentence after you explain how successfully this
structure has been adopted, you go to paragraph 82

and you say, "There are, however, revenue
measurement issues that arise in the present
proceeding." Correct?

A. Modular the tone, yes, correct.
Q. So that you are observing that all is not

completely well with this rate structure, correct?
A. Yes.

Q. In Web IV, the issue came up — well it
was decided that revenue-based royalties are not
suitable. Correct?
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A. I am just — if we'e going to talk about
this, I want to be a little more precise and perhaps
more precise than I was in the report.

My understanding is that the issue in Web

IV actually was adding a percentage of revenue prong
to the per-play one. So it wasn't a question—
sometimes my report sounds like — it wasn't just
you have percentage versus per play.

Q. I understand. I get that.
A. So I understand the decision is that the

judges decided not to add a percentage-of-revenue
prong.

Q. Right. And what you acknowledge in
paragraph 82 is that there are measurement issues,
correct?

A. Yes.
Q. And in Web IV, the question of

measurement issues came up too, didn't it?
A. That's right. I raised the issue, as did

others.
Q. Okay. So it was an issue there; it is an

issue here.
Now, you go over the circumstances under

which measurement issues might appear, correct?
A. Yes.
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JUDGE STRICKLER: I don't want to lose
this point. You just pointed out that in'the'01'2
settlement, some of the subpart — some of therates'n

Subparts B and C are bundles, mixed bundles, what'ave

you.
And has the nature of the bundle, the

various bundles that exist in the marketplaces given i

the entry of Amazon, Google, Apple, and to some

extent the way Spotify has changed, according to the
evidence in this case, given you pause and made you ~

think that we have new and different bundles and new

and different aggregations into ecosystems, the
things you are talking about in paragraph '82,'hat
would require us to have, if we were going to go
along with the structure of Subparts B and C, that
we would need to have new categories of bundles 0o

reflect the changing bundles from 2012 to'the'resent?

THE WITNESS: So a couple of things on

that. There are — we do see streaming services
being bundled with other service or as you saying
being part of ecosystems in a way that I don't think
we saw then. I think they are more standalonh
services.

And then that does raise issues for
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Q. And in paragraph 82, you talk about a
situation where a service is operated at least in
part to generate other economic benefits for the
parent company, for example, to foster broader and
deeper relationships with customers that facilitate
the profitable sales of other goods and services or
incorporates non-music offerings to a significant
degree.

Correct?
A. Yes, that's correct.
Q. And do you see that issue arising in this

proceeding with these parties?
A. Yes.

Q. And the second issue you identify is when

the service is sold as a part of a larger bundle of
services, correct?

A. Yes.

Q. And do you see that issue arising in this
proceeding with these participants?

A. Yes. And, in fact, I think that is an
issue that came up — I mean, it is inherent
actually in the structure of the 2012 settlement too
because some of those services there even are parts
of bundles that it is explicitly addressing. So

yes.
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thinking about how to do the minimum. Thinking
about it off the top of my head, I would not think
thht Ihatiwould hall~ necessarily for having — well,
I wouldn't try to have the same sorts of definitions
of bundles and products that you see in B iandi C

because I think there is too many different ways 'it 'ouldhappen, but I could imagine having some sort
of more generic treatment of a minimum but taking it
into account.

Now, in my own analysis what I did was
the say, well, the structure we have, from what I
can see of industry performance is working, but one
could in principle do an analysis of saying well, do
we want te have another term for handling that with
a different set of minimums.

JUDGE STRICKLER: But as you understand
it, the proposal by Pandora does not create any new .

types of bundles in Subparts B or C, it is
maintaining the same bundles that existed back in
2012?

THE WITNESS: That's correct. That is my

understanding of what Pandora has proposed.
~ JUDGE'STICKLER: Is it also your

understanding that none of the Services have
proposed — I guess we excluded — well, I am not

Heritage Reporting Corporation
(202) 628-4888



Rates and Terms (Phonorecords III) Docket No. 16-CRB-0003-PR
OPEN SESSION

March 13, 2017

741

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

going to say that.
That none of the other Services have

proposed any changes to subpart — bundles within
Subparts B and C in terms of the definition of what
constitutes a bundle?

THE WITNESS: As far as I'm aware they
haven'. I may be missing something, since my focus
really was on the 2012 settlement and whether that
structure would be reasonable, but I am not aware of
anybody having proposed different bundles.

JUDGE STRICKLER: And you think that the
rates are still appropriate to use within the
existing bundles, notwithstanding the new entrants
who have ecosystem value and ecosystem concerns and

bundling of the devices together with streaming in
ways that did not exist back in 2012?

THE WITNESS: So, yeah, what I have
concluded is that looking at how the industry has
performed under the 2012 settlement, that within the
bounds of the ability to judge these things, that
the industry is performing satisfactory under it
and it is meeting the statutory objectives.

Now, that doesn't mean you couldn',
somebody couldn't come in, add something else onto
it, but I haven't analyzed that. I just asked take
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THE WITNESS: No, I am not saying that—
well, you are right, you have to assess what you

think is an appropriate minimum to capture it. And

if what you are saying is we have no way of
measuring at all or having any sense of the
revenues, then I would be concerned.

And, look, as I said in Web IV, I
expressed concern about measuring revenues. And it
is a hard problem, but the industry seems to have

concluded that they can solve it. It is also not
just in the 2012 settlement. We also see it in the
contracts with the record companies.

JUDGE STRICKLER: Well, they certainly
proceeded under the 2012 settlement because that is
the settlement they entered into and they are
duty-bound to do that. But isn't one of the points
of this proceeding is the Copyright Owners are
saying: Wait a minute, we think there is revenue
here. It is supposed to be in the revenue base.
And you do a percentage of revenue-based
calculation, and, therefore, that revenue-based
formula, that game is not worth the candle because
we can't figure out easily how revenue is being
disguised.

So even in a perfect world if the revenue
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the package we have, does it appear to be working,
and concluded it does.

JUDGE STRICKLER: When you say it is
working satisfactorily, if the evidence were to
show, if the evidence were to show that one or more

Services were able to conceal or disguise or shift
revenue in such a way that revenue that might
arguably otherwise be appropriately viewed within
the revenue base is not within the revenue base,
would you still say the market is working
appropriately under the 2012 settlement?

THE WITNESS: That's where I would say
that — what it would say is you wanted to make sure
that the minimum — the minimums are set at a level
then that captures the amount they are paid because
given the measurement problems.

JUDGE STRICKLER: But isn't that a moving

target? If you don't know how much revenue is being
disguised or improperly attributed to another
category, you don't know where to put that minimum

until you know how much revenue is being improperly
attributed outside of the royalty base, right'?

So how could you possibly use the minimum

to be able to figure out how to cure a problem when

you don't know the dimensions of the problem?
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base arguably, arguendo, was the right way to go, if
you have got a measurement problem that is
insuperable, do you have to, therefore, default back
to a per-play rate simply because you can'
calculate revenue well?

THE WITNESS: So I guess what is implicit
in my approach, I should say it explicitly is
whatever the measurement issues are, if you look at
what has happened with the streaming industry and
also with the continued production of musical works,
that it suggests that the actual amounts being
collected and paid are leading to satisfactory
industry performance.

And so it is not saying -- so the
approach I am taking is not saying that this is what

you are supposed to be getting, this amount of
revenue for sure or this percentage.

It is asking given how the system is
working and the actual amounts being paid, does the
industry seem to be performing satisfactorily?

JUDGE STRICKLER: It takes me back to an

expression, somebody used, I don't remember if it
was you or your counsel said a Panglossian type of
thing, you are saying we'e living in the best of
all possible worlds anyway, everybody is getting—
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the Services are paying revenue that they can live
with and the Copyright Owners are getting revenue
they can live with, so even if revenue is being
concealed it still works, so let's have a little
imperfection in the system and we can keep on going.

And the Copyright Owners obviously are
saying: No, we think that's a real problem, there
is money that is supposed to be in this royalty
base, and it is not. And it is not enough to just
say: Well, we'e all surviving. We'e not getting
the revenue that is properly attributable, as I
understand their argument.

And there is no good way to measure it
because of the complexities of the bundling and the
money that moves throughout the ecosystem. I
understand that might not necessarily be Pandora'
concern, but it is the concern as it relates to
other, particularly, other Services?

THE WITNESS: But I would separate that
into two parts. So one is there could be an

argument, arguendo that the Copyright Owners say:
Look, we agreed to this in 2012, we thought we were
going to get paid a certain way, and we didn't get
paid that way because people were hiding revenues,
left, right, and center, and we regret having
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I But if rates — if royalties are
concealed' and 'I hesitate to use the word
concealed because I am not trying to say anything
pejorative — reasonable people might even differ as
tol whelre revenues should go,'ut the point is that
it may not be a reasonable process because the
Copyright Owners don't have any good input into how

they go about determining where the revenue — that
is just too hard a process, too complex a process
and therefore — which is the point you made among

others in Web IV.
That's just a hard thing to do when you

are dealing with 'percentage-of-revenue rates. And

maybe 'you'get'o 'some sort of a tipping point, if
yoh wi~ll,~where you say,'gnin,'his game is not
worth 'the'candle,'e'eed to go to per-play rates.

Don't we have to examine that and see
whether or not we have got a problem that we can'
overcome with regard to measurement?

I THk WtTNEhs: I Certainly think you
should examin'e it. Again, I have reached the
cohcldsioh hob if cokes ''out, but I certainly agree
that you should take that into account and think
about it and think about how the market has or has
not used the percentage-of-revenue rates.
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entered the agreement.
And I would agree with that, that if

that's what they thought would happen, that's an
unfortunate outcome, but I am actually asking a
different question, which is given how we have
gotten where we are, does it appear that it works?

So if what you are saying is if in this
hypothetical, well, it turns out they concealed lots
of revenue sort, it is sort of cold blooded, but
what it would say is: Well, but, okay, the
resulting royalties rates, the ones after all the
concealment turn out to be reasonable royalty rates.

And, again, I can understand the argument
that Copyright Owners said: Look, we don't like
that that's what happened, but in the end what I am

asking is are the effect — the effective rates in a
very broad sense of the word effective, are the
effective royalty rates working?

JUDGE STRICKLER: There was something
circular in the way you explained that, Dr. Katz,
because I think you are saying as long as the rates
turned out to be fair, then what's the problem? But

you defined earlier on direct testimony that fair
rates are rates that are done through a fair
process.
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JUDGE STRICKLER: Thank you.
BY NR. JANOWITZ:

Q. Dr. Katz, I think we can move on from
this topiC. Let!s talk 'about the mechanical floor.

The one adjustment that you referred to
earlier was that you want to eliminate the
mechanical floor) correct?

A. Yes.
~Q. ~ The mechanical-only floor.
A. Yes.
IQ. I Auld this is an elimi'nation that you

considered to'e a minimal adjustment, correct?
A. I may have used that word in my report,

but it is the single adjustment.
~Q. ~ Would ~you~ like to take it back?
~A. ~ It~ is 'a single adjustment.
Q. Okay. Because from the perspective of

the publishers, do you consider this to be minimal?
A. I think publishers care about, to

pushback,'using Dr. Eisenach's calculation, it would
beI something 8.iks a half a percent:of their
revenues.i Soi I 8hink they care about that.

~Q. ~ Hake gou Hone an analysis of the impact
of'emoving the mechanical-only floor?

A. No, the number I — well, I wouldn't call
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it analysis. What I have done is looked at
Dr. Eisenach's calculations of the effects of it.

G. We will let Dr. Eisenach address his own

calculations.
You state in your report that the

mechanical-only floor was considered by the Services
to be a concession without economic impact because
the Services perceived it as highly unlikely that
the mechanical-only floor would ever get triggered.

But it has been triggered in the past,
hasn't it?

A. That's my understanding, it has been.
Q. And going back to 2012, putting yourself

in the position of the people who were negotiating,
isn't that something that they should have thought
about, that it would be triggered?

A. They certainly should have thought about
the possibility and tried to model it, again, if
they are economically rational, yes.

g. And do you think they would have had any
difficulty assessing whether it would be triggered?

A. As I have said in my report, they — I
think they did not anticipate what was potentially
happening with fragmentation. Sorry, I should be
clearer, the fragmentation of the licensing and
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to keep this 50 cent minimum or he could have said
floor.

So does that not reveal a preference
among the negotiating parties that this is what
we'e going to have, we don't know why it would be

triggered, we don't know if it is going to be

triggered, but should something happen that we can'
predict, because after all we have got a five-year
term, we want this in here, that's an allocation of
risk that both parties were able to reveal a

preference for in the context of the negotiation.
THE WITNESS: Yes, I certainly agree with

that. And over the term of the 2012 settlement, I
mean, I think the Services have to live with, that'
what they agreed to, and as you are saying that'
the risk they bear.

The question I am asking is going
forward, is this something that we want to have
built in? And I am saying given what we know now,

and I am thinking now taking this perspective of the
statutory objectives, et cetera, given that. we know

what is triggering it and that it is an increase in
market power that would potentially trigger it, it
is not saying it has been triggered yet, but it
would potentially trigger it going forward, that is

750

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

performance rights.
g. But they should have, just like you say

the Copyright Owners should have anticipated things,
right?

A. No, I say — what I say is people should
attempt to anticipate them and they should form

beliefs. I am not going to say that people — you

say should be right, It would be nice if they are
right,, but it is not like some moral fault if you

are not correct.
JUDGE STRICKLER: Earlier on you

described, as I think appropriate and common in
these proceedings and economics that when you look
at a real marketplace agreement, you are looking at
revealed preferences.

THE WITNESS: Yes.
JUDGE STRICKLER: You used that phrase,

Why isn't the mechanical floor in the 2012

settlement an example of a revealed preference? In
other words, maybe nobody knew about the potential
for fractional licensing or withdrawals from the
PROs, but this is one of those sort of unknown,

unknowns.
It is like: Well, we don't know what

else could happen, but no matter what, we'e going
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something to be concerned with in that that is going
against the 801(bj factors.

Now, there was some other reason that it
turned out to be triggered that had nothing to do

with market power, suppose somehow something
happened that songwriting just got way better and
that suddenly the performance royalties went up
because they are getting their contribution and that
triggered it, then I would have a different answer.
I would say okay, it has triggered it, but there is
a reason the rate should go up.

So it is important in my analysis that if
this is to happen, and again this is prospective, if
it is to happen through fragmentation it would be
resulting in the exercise of market power. So it is
not just anything that goes against the Services is
bad. Sometimes it is just tough luck for them.

JUDGE STRICKLER: And just to be clear
when you used the phrase "market power" in the
context of fractionalization, you are talking about
Cournot complements, probable complementary
oligopoly, you are not talking about any other type
of market power?

THE WITNESS: Well, it would be the
Cournot complements problem and also just, related
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to that, the individual rights provider must have
and therefore would have substantial market power as
an individual seller, and then that feeds into
Cournot. So that constellation of things is what; I
am talking about.

JUDGE STRICKLER: Thank you.
BY l4R. JANOWITK:

Q. In terms of the fracimentation and the
changes in the performance royalty, you point out:

that a new U.S. PRO by the name of GMR emerged,
correct?

A. Yeah, it is a new PRO that covers the
U.S. I think the G is for global but, yeah, there
is a new PRO that affects the U.S.

Q. Right. And it is not subject t:o rate
quote oversight; is that correct?

A. That's my understancIing that it: is not.,
Q. Do you know what percent:age of

compositions used by the Services is licensed by
GMR?

A. No, I would be guess,ing a ballpark.
Q. Isn't it true that ASCAI?, BMI, and SESAC

license over 95 percent of the compositions used by
the interactzve streaming servi.ces'?

A. Again, if you represent that number, I.
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Q. I ban 'tell you that EMI partially
withdz'ew in 2011.

A. For some reason T. thought EI41 had been
the only one, but I might be misremembering the
facts as I am sitting here.

Q. Well, I am focusing on 2011 because it
was before the settlement of 2012 was entered into.
There are others that also withdrew in 2012, but my

point is that at least one of them withdrew in 2011.
So shouldn't the Internet streaming

services have been aware of this so-called changing
landscape when they entered into the 2012 agreement?

Yes, it is something that I would expect
that they would have knowledge of and would take
into account.

Q. And with considerable amount of activity
going on i.n 2012, this should have been, you know,

in their minds, correct?
A. Again, I will sti.ck to a.s being

economically rational actor.', and without
information available, they should have taken it
into accotiLnt.

Q. And in terms of the withdrawal by certain
of the publishers, there were, in fact, withdrawals,
correct?
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would have no reason to doubt it. That sounds in
the ballpark.

Q. And in 2012 ASCAP and B141 were in
business, functioned pretty much as they function
today, subject to rate court overs:i.ght, correct?

A. Yeah, at the broad level. There have
been a bunch of developments and interpretations and
consent decree, but at a broad level they are sti.ll
under the consent decrees as far as I know and
subject to rate court review.

Q. Right. And there has some to'ing and
fro'ing which we will get into, but it is not really
that complicated.

You talk about the next fact you cite is
a music publishers began to threaten withdrawal from
the PROs, thereby further increasing the number of
entities from which streaming services might
potentially have to secure licenses. I think you
were just talking to Judge Stri.ckler about that.

In fact, a number of the publishers did
partially withdraw, in other words, the di.gital
rights in 2011, didn't they?

A. As I said, I am not going to remember the
timing. I know there were part:ial withdrawals and
it stopped.
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A. You said the EMI one earlier. I can'
remember what the timing was, whether Chere were
other ones, but my understanding, my recollection is
there were partial wi.thdrawals that, then ended.

Q. Right. We also know, don't we, that
there was a decision on that: on whether or not they
could partially withdraw, given the consent decree
and there was a holding by Judge Cote that they
could not isn't that correct?

A. I may get the ones between Judge Cote and
Stanton backward.:, but again if you represent that I
ha)re no r4.asoh td doubt it.

Q. Yes. And then in May of 2015 there were,
that holding was affirmed by the Second Circuit,
cotredt?

A. Again if you represent those are the
dates.

Q. And lastly in August of 2016, the Justice
Detl?arttmentt, whicH wak reviewing the matter, decided
to stand pat and leave things the way zhey were and
not to support partial withdrawal; isn't that
correct?

A. That date sounds right. Certainly the
Juatice Department — I'm sorry. I am going to mix

up partial withdrawals and fractional licensing.
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That sounds right.
g. Right. So the issue of the withdrawal,

at least the partial withdrawal, is really at this
point pretty much a non-issue, correct?

A. Partial withdrawal as opposed to full
withdrawal?

g. Yes.

A. I think that's right. I tend to think
about withdrawal generally. I don't — I know you
were saying it is simple, but my sense has been that
sort of all of these things are disputed and people
keep pushing on it, but it may be that the partial
withdrawals have been resolved.

g. Well, if you have some basis for telling
me that, please do, because I am not aware of it.

Now, in terms of the complete withdrawal,
are you aware of any plans by any major publisher to
completely withdraw from BMI and ASCAP?

A. I think you have heard testimony that
publishers have talked about it or raised the issue
with Pandora. You asked plans, have I seen
documents or have they shared their intentions with
me, the answer is no, I haven't seen documents or
heard their intentions.

9, Have you seen anything that makes that a
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are ASCAP writers and there are writers who are BMI

writers and, you know, like Romeo and Juliet,
sometimes they get together, right?

A. So my understanding is there is a lack of
agreement on what the history of fractional
licensing is and whether it has or has not been

going on for a long time and that while there are
those who say it has always been fractional license,
I thought other people in the industry said there
hasn't been and that it is, yeah, that that'
disputed.

g. So what you have to testify to today is
not any knowledge on this, but simply your ability
to report that some people disagree on this issue;
isn't that right?

A. No, it is more than that. If you look in
the citations, for example, the Department of
Justice has expressed concerns that fractional
licensing can do, is lead to the exercise of market
power and disrupt the operation of the market.

g. That's theoretical, though. You don'
have any knowledge on this. In fact, you have
testified in your deposition that you don't know if
the situation regarding fractional licenses has
changed since 2012; isn't that correct?
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credible threat, an imminent threat at this point?
A. A credible threat for them would be,

yeah, I think is yes, in that they see that there
can be economic benefit from them. They can do it
and their large enough that they'e must-have, and I
think there are reasons to believe that the largest
publishers would be must-have.

It seems to me for them to threaten it
and be credible because it could be economically
rational for them to do it.

g. But you don't have any basis for
testifying that there is actually anything at work

along those lines, do you?
A. Meaning that they have put any sort of

plans or actions in motion?
g. Correct.
A. I don't have a basis for that.
g. And you have talked about fractional

licensing is a problem as well, correct?
A. I think that the language is something

about how it can amplify the problem or can
reinforce the must have nature, yes.

g. Right. But the fractional licensing is
something that has been going on for some time;
isn't that correct? I mean, there are writers who
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A. I think it could well be what I said in
deposition because as I was just. saying, there is
this dispute about what the history is, and I have
tried to stay out of that, given that people whose

full-time jobs are to argue about that don't seem to
be able to agree.

What I have said, though, is the
possibility of fractional licensing and there has, I
think, there has been the change in the sense of
probably Judge Stanton — I may have gotten this
backwards, or actually I may be mixing it up — I
thought had said that the consent decree was silent
on fractional licensing. I may be failing the
memory test here. And that would be a change.

Q. In your report you state that the
fragmentation in the performance rights market
threatens to increase performance rights license
fees to the point that the mechanical floor is
triggered, having nothing to do with the increase in
the intrinsic value of the performance rights or
mechanical rights.

What is your understanding of the
intrinsic value of the performance or mechanical
rights?

JUDGE BARNETT: Mr. Marks?
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MR. MARKS: I would ask if he is going to
quote from the report that we be g:iven a paragraph
citation so we can make sure quotacions are
accurate, same with respect to deposition testimony.

JUDGE BARNETT: Thank you.
MR. JANOWITZ: Paraclraph 94, page 69, of

the written direct statement.
THE WITNESS: So-
JUDGE BARNETT: Is t.here a question

pending?
BY MR. JANOWITZ:

Q. Yes. I believe the question was what is
your understanding of the intri.nsic value of the
performance or mechanical right.s?

A. So the way I am using the term here is
just to say, and I am looking at it, I should
probably not. have used the worcl intrinsic, given
its — it turns out to be, I guess„ a loaded term in
these proceedings, but what I meant by it here is
that it is not that the music is becoming more

valuable because somehow it has gotten improv d or
there is a greater contribution being made by
Copyright Owners, but instead, rather than it is the
value going up, it is the abili.ty to extract surplus
that is going up through the ezerc:i.se of market.
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JUDGE BARNETT: Would this be a good time
to take a break so you coulcl gather your thoughts?

I4R. JANOWITZ: Thank you. so much.

JUDGE BARLL1ETT: You are cert ainly
we.Lcome. I realize that I raised the specter of a

late openi.ng or a late arrival and left the loop
open.

I believe that what we'e shooting for
here, 'assuming we're'open at all, is that we will
commence tomorrow at the later of a late openi.ng
plus 30 mi.nutes or a late arrival plus 30 minutes.
That will give you t:ime to clet through what surely
will b4 a bottleneck at the front door, if we have
any of those things going on, or 11:00 a,m., whiclh I
understand l4r, Marks is when your witness — i.s it
Mr, McCarthy?

MR, MARKS,'o, Mr, llerring„
JUNE BARNETT: Oh, I4r. Herring, can b

available, Let me ask, is t4r. Herring coming from
New York?

t4R. MARKS, He i: not. He is coming from
California, but ve expect that he «ill be here.

JUDGE BARNETT: California, okay.
In the event there is some holdup with

his flight: or his availabili.ty, would there be
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power.
Q. And how do you know that this value,

whether you call it intrinsic or not, has not been
artificially depressed by the prio.r agreement and
the regulation?

JUDGE STRICKLER: Which regulation are
you referring to'?

MR. JANOWITZ: 115.
JUDGE STRICKLER: The regulation that

sprung from the agreement?
MR. JANOWITZ: Ezact.ly.
THE WITNESS: So I guess implicit in what

I am doing is taking — let's see, artificially
expressed. It comes back to looking at industry
performance and to what the standards are that are
applied to -- if it is Section 115, so what the
backstop was that the parties had when negotiating
the agreement, and if they felt., if one side felt.
that it had been suppressed ancl was below levels
that would satisfy the statute, and they could have
then adjudicated that and brouclht:Lt to a
proceeding.
BY t4R. JANOWITZ:

Q. Conscious of our time 1:imitations, I am

trying to skip forward a little bic.
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another witness who would be available if we

convened tomorrow aft.ernoon or shall we just call it
a day? I think, Mr. Steinthal, did you say you
might have a witness?

MR. STEINTHAL: We have Mr. Joyce, who is
here today. Hopeful:Ly he will get on today, but I
don't know the answer to that question.

'UDGE BARNETT: Okay. All right. Why

don't you discuss and we will do the same, and we

wi:l.l take a 15-minute reces. starting now.

(A recess was taken at: 2:53 p.m.„ after which
the hearing resumed at 3:13 p.m.l

JUDGE BARNETT: I apologize for
obsessing, There is no way for you. to communi.cat

with us if we'e having a late arrival and we have
no witness.

So when you figure out if we will have a

witness, if we are open tomorrow, if you will send
an e-mail to the CRB e-mail account, then we can
reAch — ~le chn get the information that way.

MR. L4ARKS,'I believe that Mr. Herring
wi:Ll have landed in the Washington area before the
close of court today„ so we should know whether, if
this tturn4 oub to be~a rainstorm, that we would have
a &itness avalilatlle i.o go on by late morning.
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JUDGE BARNETT: Great. Thank you.
Mr, Janowitz, would you like to continue?
MR. JANOWITZ: Your Honor, this was a

productive intermission. We'e finished with this
witness.

JUDGE BARNETT: Oh, excellent.
MR. JANOWITZ: Thank you.
MR. MARKS: I'm sorry, I missed that.
JUDGE BARNETT: He has no further

questions.
Redirect, Mr. Marks? I will ask,

although I have instructed you to let me know, any
other questions from other participants? Okay.

REDIRECT EXAMINATION

BY MR. MARKS:

Q. Good afternoon, Dr. Katz.
A. Good afternoon.
Q. Do you recall during your

cross-examination that Mr. Janowitz was focused on

the key difference language in paragraph 81 of your
written direct report?

A. If that's the paragraph that is talking
about differences between Web IV and the current
proceeding, yes.

Q. But let me just turn your attention here
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have evidence that the — sorry, we have evidence
that the licensees have continued to innovate under
the revenue-based royalties, which is a difference
from Web IV, because in Web IV we didn't have
revenue-based royalties in place, so there was a

question of what would happen if they were to be

brought into place.
Q. I am going to try to ask the next series

of questions in a way that we can stay in open
court. If it turns out we need to close it, I
obviously want to be sensitive to that.

So let me ask a yes-or-no question for
the moment to try to avoid clearing the courtroom.
Putting aside direct licenses between interactive
streaming services, on the one hand, and music
publishers on the other for mechanical rights, are
you aware of any other agreements involving
interactive streaming that use a percentage of
revenue as either the sole metric or the primary
metric on which interactive streaming services pay
for content?

A. Holding aside agreements between
publishers and the Services, it is my understanding
that that's a prominent feature or the binding prong
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to, to page 60 of your written direct testimony.
JUDGE STRICKLER: Which paragraph is

this?
MR. MARKS: I am reorienting the witness,

paragraph 81 on page 60 of the — of Professor
Katz's written direct testimony.
BY MR. MARKS:

Q. You recall that's the sentence that says
perhaps the key difference that was the subject of
some testimony during your cross-examination'?

A. Yes.

Q. And do you also recall discussing with
Mr. Janowitz footnote 125 with some additional
differences?

A. Well, I pointed him to it, yes.
Q. Could I point your attention to paragraph

84 of your written direct testimony and just ask if
you discussed other differences between Web IV and

the current proceeding in that paragraph?
A. I think the other differences, if I am

reading it correctly, the other differences I talk
about are the ones that are cited in footnote 125,
in addition to the text bringing out the different
— I'm sorry, it is a different one, yes.

It also brings up the point about that we
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Q. Let's do this as yes or no, so there are
no problems.

A. Sorry, ask your question — I knew as
soon as you said that you were going to ask me a
yes-or-no question, that doesn't work with me. I'm

sorry, ask the question again.
Q. Are you aware of other agreements outside

the context of the mechanical right licenses between
interactive streaming services and music publishers
that also involve interactive streaming services
paying on a percentage-of-revenue basis?

A. Yes.

Q. Let me, so we can stay in open courtroom,
are some examples of that discussed in footnote 59

on page 34 of your — I'm sorry. I apologize.
That's his written rebuttal testimony, so let me ask
it a different way and maybe we have to clear the
courtroom for this. I apologize. I was trying to
get too cute with keeping it in open session.

JUDGE STRICKLER: Do you want us to clear
it now?

MR. MARKS: Yes, unless they will let me

point me to a paragraph in his rebuttal testimony.
My only question would be to point to the reference
and ask whether it addresses it.
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MR. JANOWITZ: Go ahead.
BY MR. 14MES:

Q. Do you, in your binder, is there a copy
of Pandora Trial Exhibit 886, which is titled
Corrected Written Rebuttal Testimony of Michael
L. Katz?

A. I don't believe — not — I don't think
there is in the one that you provided. Are you
asking in this binder?

Q. May I approach the witness?
A. Yeah, it is in this one. I just have the

luxury of each attorney is asking about the other
attorney's binder. So if you could point me to the
page.

Q. Page 34, paragraph 59.
A. So, again, if you could remind me of the

question.
Q. The question is does — are those some of

the agreements to which you were referring and which
interactive services pay on a percentage-of-revenue
basis?

A. Yes.
Q. Do you have an understanding of the basis

on which interactive streaming services compensate
ASCAP or BMI for the performance rights used in
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BY MR. MARKS:

Q. What is your understanding of what'the'ed

boxes in the bottom right-hand corner of
demonsitrativei number,4 show?

A. It is my understanding that those are
streaming services entered at the dates indicated by
the blue lines connecting the red boxes to the
graph.

Q. Does this — does demonstrative' show'ny

exits by interactive services from the streaming
indlustlry? I

A. I don't believe so.
Q. Are you aware of whether there havS bebn

any exits by interactive streaming services'?
A. Yes, there have been.
Q. How did the fact of exits of interictive

streaming services during this same time period
affect: your analy'sis?

A. Well, I guess, again, as it sai'd earlier
this morni.ng, that observed the entry and exit and
that was all consistent with a well-functioning,
competitive market, that there was rivalries, and
some firms are coming in because they believe. they
can succeed and other firms, either they or their
investors 'have concluded that they can't succeed.~
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interactive streaming?
A. It is my understanding that they pay a

percentage of revenue.
Q. If I could turn your attention to

demonstrative 4 in the slides that you were shown by
14r. Janowitz.

A. I'm there.
Q. If I could point your attention to the

red boxes—
JUDGE BARNETT: I'm sorry. Mr. Marks, I

think we treated this as restricted, even though it
is not marked as restricted. Is that correct?

14R. JANOWITE: I think we did, Your
Honor.

JUDGE BARNETT: Okay.
MR. MARKS: That's fine. We can go into

restricted session, if we need to. I don't think I
am going to ask questions that involves restricted
testimony but — yeah, no, we won't bring it up on
the screen. Everyone can look along and I don'
think my questions — I will try to be sensitive to
that.

And obviously my colleagues here will let
me know if I get that wrong.

JUDGE BARNETT: Okay, thank you.
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MR. MARKS: No further questions.
MR. JANOWITE: Nothing else,
JUDGE BARNETT: May this witness be

excuse'd?

MR. MARKS! As far as I am concerned,
yes.

JUDGE BARNETT: Thank you, Dr. Katz.
THE WITNESS: Thank you.
14R. STEINTHAL: Allow me a moment to get

my'wit'ness, who i's standing by.
JUDGE BARNETT: I shall. Good afternoon.

Could you raise your right hand, please.
Whireupon-

PAUL JOYCE,

having been first duly sworn, was examined and
teitif'ied:as followsi

. JUDGE .BARNETT: Please be seated.
'DIRECT EXAMINATION

BY'MR.'TEINTHAL

Q. Good afternoon, 14r. Joyce.'.

Good afternoon.
Q. I'm not sure if this is on.
A. 't's.'.

Can you please state your full ~name foz
the record?

Heritage Reporting Corporation
(202) 628-4888



Rates and Terms (Phonorecords III) Docket No. 16-CRB-0003-PR
OPEN SESSION

771

March 13, 2017

773

1

2

3

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A. It is Paul Joyce.
g. Mr. Joyce, did you submit a written

direct statement, testimony in this proceeding?
A. I did.
Q. Please take a look at the binder that is

marked as Google Trial Exhibit 693 in front of you.
Does that binder contain your written direct
testimony?

A. It does.
Q. And if you look at page 14, is that your

signature?
A. It is my signature,
g. Is your written direct testimony true and

correct to the best of your knowledge?
A, It is.

MR. STEINTHAL: Google offers Exhibit 693

and the exhibits in the binder which are Number 553,
557, 558, 559, and 561.

MR. SCIBILIA: Copyright Owners have no

objection.
JUDGE BARNETT: The enumerated exhibits

are admitted.
(Google Exhibit Numbers 693, 553, 557,

558, 559 and 561 were marked and received into
evidence.)
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applications.
And, in addition, the Google Play store

also sells digital content, so it sells and rents
movies, books, and music. And for those three
businesses, for movies, for music, and for books, we

also offer Google Play branded applications to enjoy
that media in.

So the shortest way of saying it is
Google Play is very well-known for apps and games

for Android, but we have businesses in books,
movies, and music that span platforms.

g. Now you said you spent seven years in
music, I believe. Can you bring us through what

your duties and responsibilities within the music
offerings of Google have been?

A. Sure. For almost all that time I was the
lead or head product manager. So at first I was the
only product manager and then built out a team of
other product managers,

And at Google product managers are
generally responsible for defining a product, for
its direction, for figuring out what features are
there, Ne work very closely with engineering
counterparts to get them built.

And then we work cross-functionally with
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MR. STEINTHAL: Thank you.
BY MR. STEINTHAL:

Q. Mr. Joyce, where do you work?

A. I work for Google.
g. And what is your position at Google?
A. I am a director of product management.

g. Why don't you just bring us through your
career at Google from the beginning until now.

A. Sure. I came to Google actually seven
years ago today as part of an acquisition. I was at
a small software company called Simplify Media that
Google purchased.

And for almost all of last seven years I
have worked on music. And then for the last two

years and a few months, I have also worked on our
books and movies product. And then for the last few

weeks, I have been working on a new games

initiative.
g. Can you explain the difference between

Google Play and Google Play Music for the benefit of
the panel?

A. Sure. The Google Play is probably best
known for being the app store for the Android
platform. If you had an Android device, it is where

you would go to get your games, get your

1

2

3

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

other disciplines, you know, to support those
products in the marketplace and to develop the
business.

Q. Okay. Can you describe the Google Play
Music offering for the panel?

A. Sure. There are a number of components
to Google Play Music. One is a download store, so

you can buy singles and you can buy albums from us.
You can download them and use those files however

you like, but we also keep your music for you in the
cloud so that you can stream them to your devices,
whatever you like.

And in addition to the download store, we

offer a free-to-the-user locker service, so if you
have an existing music collection, you know, CDs

that you purchased, downloads that you purchased
from other stores, you can add those to the Google
cloud and similarly stream them on your devices.

And, in addition to the sort of those two

parts of the service, in the United States and
Canada we have a free-to-the-user radio product. So

it is a non-interactive service.
Generally you would start a radio station

by selecting a seed, like an artist you would want

to hear. And then we would serve a stream, a radio
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station based on that artist, but subject to the
performance compliment in terms of how many songs
from an artist or an album you might hear.

And then finally if you want something
more interactive, where you get to pick the music
you want to play, we offer a $ 9.99 a month
subscription service.

g. Now just in a little bit more cleta:Ll,
what features did the locker service offering and
the radio service offering provide to users of
Google Play Music?

A. Sure. So the ma:Ln benefit of the locker
service is that you can listen to your purchased
music with more convenience than if you had to
physically transfer the files to your vari.ous
devices.

So you go through a process where once
you either upload the files„ so depending on:rights,
you might not actually have to upload them, and then
you can access them from your phone, your tablet,
from the web.

With free radio, you know, I think the
key feature is helping you find music to sort of
match your mood or your activity. You cari start
with, as I mentioned, an artist, for example, as a

1 that be part of your experience.
2 So I think one access of differentiation
3 is the completeness of the service. Similarly,
4 i along with the lo'cker., you have an add you'r
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collection. to, I thi.nk a second thing where we

focused a lot is in the quality of recommendai.iona
we provide.

So, you know, if you like a certain
artist, the suggestions of other artists you might
want to listen to or around the stations and
playlists we create automatical:Ly, I think we want
to mak sure we have the best music for hanging out
with your friends, the best music for driving ito i

work, and the greatest understanding of when iihose
rec:ommendations might be appropriate for you. i

So we have invested a lot in
understanding context and understanding what music
goes with that context.

Q. Ooes Google seek to convert the'scirs bf
the three tier services, the locker, and the radio
to become paid subscribers?

A. Absolutely. In fact, that's the primary
reason we started the radio service, but, you know,

while we'e always happy to have people whb use our
25 product, the people we like best are people who pay
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seed or a genre, like I wou.'Ld like to listen to some

blues radio, but a feature we have added to our
radio product and our subscription product is to try
and take your context a little more into account.

So you could select something 1.ike music
for working out, and music:Ln a genre you like but
that helps get you pumped and ripped woulcl play or
music for relaxing when you are at home would be
something a little more mellow, although some people
think metal is mellow. It depends on tast.e.

Q. Let me ask you this: How does Google
Play Music seek to differentiate itself from other
digital music subscription service offerings:in the
marketplace?

A. It is something we think a lot about
because the marketplace is crowded. And i.t is not
always easy to stand out. I think that we have

sought to differentiate ourselves in a couple ways.
First, by provid:Lng a complete offering

of services, so as I mentioned we also offer a

download store. So if you are a subscriber,
unfortunately not everything is always in window.

Sometimes there are holdbacks. If there i.s music
you want to listen to, you can buy it and it is not
part of subscription, you can always buy i.t and have

1 us for the subscription service.
2 So we put up a few roadblocks for free
3 i usiirs to helpiencourage them, once they understand
4

5

6

7

8
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10

thii servide biitte~r tb subscribe. Examples of those
roadblock: would be we have advertising to support
the radio service, so there is pre-rolled video that
appears before you start stations. There are
interstiti.al audio ads that appear during the
station. There is one example.

We also have teasers of the free service
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example, we have a tab of top charts. And~ you can
see th top chart but you can't actually p~lay ~an ~

individual. song. We tell you that that s a feature
you would have to pay for.

Similarly, you know, a big component o:F

the paid service is that you. can take music
off-line, so you can have mu.sic downloaded to your
device, so if you don't have an Internet connection,
maybe you are out camping in the woods or riding the
metro into work and the cell phone coverage isn'
good enough to support streaming, we offer you the
ability to take it off-line. And that is not
available at the free level. And that"s one df the

11 'r) I'm sorry„'easers for the paid service that i

12 'ppear~ when yeu a~re using the free tier. For
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up-sells we use like take music off-line? Start a

free trial and subscribe.
Q. Now, in paragraph 9, you make reference

to a family plan offering. How does that work?

A. So the family plan is one of my favorite
features. For $ 14.99 a month, you can subscribe
with your family up to six people in a household
together. So you get, you know, so you get the same

advantages you would have as individuals but the
family gets to participate together.

Q. Has that become a valuable component of
the Google Play offering?

A. It has. And as part of offering it, we

have noticed a few things. It has been greatly
helpful for increasing the overall number of
subscribers.

And the reasons for that are twofold.
One thing that we find is that when people start a
free trial as a family compared to an individual,
they convert at a higher rate than individuals do.
So if you start a free trial, you are more likely to
end up paying us after your trial.

Secondly, one of the things we have
observed is that once you are paying us, you are
much less likely to churn as a family than you are
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THE WITNESS: Or section 11.
MR. STEINTHAL: Paragraphs 11 and 12

speak to the investments that Google has made in
Google Play Music.

JUDGE BARNETT: Overruled, Mr. Scibilia.
MR. SCIBILIA: Thank you, Your Honor.

JUDGE BARNETT: You may answer the
question.

THE WITNESS: Thank you. So the people,
engineers, product managers, we have music
merchandisers, so there we rely on computers to
build great radio stations, but we also rely on

people too.
So we have both full-time employees and

contractors who decide what is amazing music for
pre-gaming with your friends or when it is raining
outside. I guess tonight I will find out if we have
a "when it is snowing outside" situation.

Beyond them we have customer support
people. We have licensing people. We have people
who deal with partnerships. So we have people.

And I think a second investment was our
acquisition of Songza, which completed in July of
2014. And then a third type of investment is
investment in marketing the service, which is many,
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as an individuals So that people stay — families
stay subscribed much longer.

And I think one of the things that has
been most surprising to us is that when you add

people to your family, the people you add tend to be
brand new to Google Play Music.

Q. One last topic. What investments has
Google made in the Google Play Music service
offering in the years that you have been involved
with music?

A. So we have made a number of investments
across different dimensions. I think one of them is
people. So there are more than 100 engineers who

work just on this product. There are product
managers like me.

Q. And many of them are there now?

A. Yes.
MR. SCIBILIA: I am just going to object.

I am going to object, this is beyond the scope of
the witness'ritten direct testimony. He doesn'
talk in his witness statement at all about
investments made by Google in people or otherwise.

JUDGE BARNETT: Mr. Steinthal?
THE WITNESS: Paragraph 11?

MR. STEINTHAL: Yes, thank you.
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many millions of dollars.
BY MR. STEINTHAL:

Q. And how is the acquisition of Songza an

investment in Google Play Music?
A. So we, from a product standpoint, we

decided that one of the ways we wanted to
differentiate was by making it as easy as possible
to pick the right music, to do that in as few clicks
as possible, without really having to think and to
lean in more to this idea that your activity or
context is really important.

Songza had a product in the marketplace
that were starting to do that. And we met the
people, we thought they were great people, and we

thought that by adding them to Google Play Music
that we could help achieve our vision faster.

So they have become an integral part of
the team. It was, I think, a very successful
integration. And we have really, you know, since
then continued to invest in this idea that context
is really important, I think culminating with a
refresh we did of the product that we released at
the end of November, it was very, very focused on

context.
MR. STEINTHAL: I have nothing further.
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Thank you.
CROSS-EXAt4INATION

BY MR. SCIBILIA:

Q. Good afternoon, Mr. Joyce.
A. Good afternoon.
Q. Happy Google anniversary.
A. Thank you. I get a free massage today.
Q. So I would like to direct your attention

again to your written direct testimony, which has
been marked as Google Trial Exhibit 693.

And as director of product management at
Google Play, you are very familiar with Google's
music-related services, correct?

A. Yes.
Q. And in section 1 of your statement,

beginning on page 3, you provide an overview of
Google's, I am going to quote you here, "Google's
music-related services and revenue streams,"
correct?

A. Yes, that's how the testimony starts.
Q. And the first Google music-related

service you discuss is Google Play Music, right?
A. Correct.
Q. And as you discussed in your direct

testimony just now, Google Play Music is a streaming
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correct?
A. Correct, that is my testimony.
Q. And then you go on to discuss YouTube

Red, stating that YouTube Red subscriptions are
bundled with Google Play Music subscriptions,'ight?'.

Correct.
Q. And then in paragraph 14 you state that

YouTube operates a free mobile app called YouZube

Music, right?
A. Correct.
Q. And that app allows users to access

muaic~related video bontent from the YuuTube

catalogue, right?
A. Correct.
Q. And subscribers to YouTube Red not only

receive this content free of advertisements, they
also get the ability to switch the app into what lyoul

call an audio-only mode, correct?
A. That's right.
Q. And this allows the user to listen to the

audio in YouTube's music-related video content
without watching the video content, right?

A. Yes.

Q. And now one of the features you say, and
I believe you talked about it in your direct, that
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music and a locker service, right?
A. As well as a subscription service.
Q. Okay. Right. And it is a subscription

streaming service and a locker service, correct?
A. Yes.
Q. And you have — the Google Play Music

streaming service has two tiers, a free tier and a
subscription tier, right?

A. That is correct.
Q. And the free tier consists of the locker

service and a Section 114 compliant non-interactive
streaming radio service, right?

A. Yes.
Q. Okay. And the next Google music-related

services you discuss in your written direct
testimony are what you refer to as the YouTube

offerings, correct?
A. Correct.
Q. The YouTube offerings?
A. Correct, yes.
Q. And you state in paragraph 13 of your

statement that Google operates the well-known video
streaming site YouTube, which can also be viewed as
a mobile app, though YouTube is a streaming video
site, it also includes music-related content,
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you say differentiates Google Play Music from~ other ~

services is its use of human playlist creation,
correct?

A. That is correct, although other services
also use human — some do; some don', but yea.

Q. And what services use human playlist
creation?

A. From memory, I believe Apple at launch
made a big deal of humans creating playlists as part~
of Apple's music service.

IQ. I Dd yoa knbw Whether Spotify uses humans

to create playlists?
A. I don'.
Q. Now, let's turn to the second subject of

your testimony, which is the impact of music
royalties on Google Play Music's ability to obtain
profitability.

And that starts at, you refer to that at
paragraph 3 at page 2, the paragraph.

MR. STEINTHAL: If we'e going to go into
anything confidential, We'e going to need to. go .

off.
MR. SCIBILIA: I get it. We'e close but

not there yet.
THE WITNESS: I'm sorry, where are you?
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BY MR. SCIBILIA:

Q. Paragraph 3 at page 2, there is a second
topic you refer to there, topic second.

JUDGE STRICKLER: Page number7

MR. SCIBILIA: Page 2.
THE WITNESS: Oh, yes, I say second, I

will discuss the impact of music royalties.
BY MR. SCIBILIA:

Q. Correct, okay. And you testified—
okay. I think now maybe is the time to clear the
room. Sorry.

JUDGE BARNETT: Anyone in the courtroom
who is not privy to the privileged and confidential
information available in this case, please wait
outside.

(Whereupon, the trial proceeded in
confidential session.)
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